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This section of the FEDERAL REGISTER
contains regulatory documents having general
applicability and legal effect, most of which
are keyed to and codified in the Code of
Federal Regulations, which is published under
50 titles pursuant to 44 U.S.C. 1510.

The Code of Federal Regulations is sold by
the Superintendent of Documents. Prices of
new books are listed in the first FEDERAL
REGISTER issue of each week.

DEPARTMENT OF AGRICULTURE
Commodity Credit Corporation

7 CFR 1427

RIN 0560-AH29

Cottonseed Payment Program

AGENCIES: Commodity Credit
Corporation, USDA.

ACTION: Final rule.

SUMMARY: This final rule codifies
portions of the Military Construction
Appropriations and Emergency
Hurricane Supplemental Appropriations
Act, 2005, enacted on October 13, 2004
Public Law 108-324 (‘2004 Act”) to
provide assistance to producers and
first-handlers of the 2004 crop of
cottonseed in counties declared a
disaster by the President of the United
States due to 2004 hurricanes and
tropical storms. Other 2004 Act disaster
provisions for other crops were
implemented under separate rules.
DATES: This rule is effective January 26,
2006.

FOR FURTHER INFORMATION CONTACT:
Chris Kyer, phone: (202) 720-7935; e-
mail: chris.kyer@wdc.usda.gov.
SUPPLEMENTARY INFORMATION:

Discussion of Final Rule

In a proposed rule published in the
Federal Register at 70 FR 36536 (June
24, 2005), the Commodity Credit
Corporation (CCC) proposed regulations
for administering the 2004 Cottonseed
Payment Program authorized by
Division B, Section 104 of the 2004 Act
(Pub. L. 108-324). The 2004 Act
requires CCC to provide assistance to
producers and first-handlers (cotton
gins) of the 2004 crop of cottonseed in
counties declared a disaster by the
President of the United States due to
hurricanes and appropriated $10
million for these payments. As

amended, by Section 789 of Division A
of the Consolidated Appropriations Act,
2005 (Pub. L. 108-447), Section 104
provides:

The Secretary of Agriculture shall use
$10,000,000 to provide assistance to
producers and first handlers of the 2004 crop
of cottonseed located in counties declared a
disaster by the President of the United States
in 2004 due to hurricanes or tropical storms.

The proposed rule described how the
program was last administered for the
2002 crop year and how the 2004
program will be operated differently
from the 2002 program. To summarize,
the 2002 program used 2002 crop year
production as a basis for payment
because all gins in the nation were
eligible and the intent of the program
was to offset the effect on producers of
low cottonseed prices. However,
because the 2004 program is tied to
legislation that involves hurricanes and
tropical storms, the agency’s intent with
the 2004 Cottonseed Payment Program
was to base payments on a loss of cotton
lint (to be converted to a cottonseed
equivalent), not actual lint production.
Therefore, the rule proposed that the
applicant’s quantity for payment will be
calculated by a gin by comparing each
of their eligible producer’s 2003 lint
production to their 2004 lint production
and adjusting the difference to reflect
changes in planted acreages between the
two years. The gin would then add up
their producer’s losses to arrive at a total
quantity for which to request payment.
The rule also provided for situations
where the cotton producer did not
produce 2003 cotton or when the
producer may have delivered 2004
cotton to a different gin than for 2003.
Other key provisions of the rule
provided regulations for eligible
cottonseed, eligible applicants, available
funds, agency calculation of the total
payment quantity, determining the
payment rate, and liability of first
handler.

Comments and Changes to Final Rule

The 30-day comment period for the
proposed rule closed on July 25, 2005.
FSA received comments from 28 entities
or persons which included 4 cotton
associations, 2 gins, 10 United States
Senators, and 10 Congressmen. In
general, the respondents consistently
expressed concerns about how the
proposed rule will place administrative
burden on gins, particularly at a time

when cotton is being harvested and
ginned, and recommended that USDA
identify a more efficient and less
burdensome way to deliver the program.
However, two cotton associations
conceded that while the proposed rule
is much more complicated than
previous cottonseed assistance programs
and puts a much heavier administrative
burden on cotton ginners, it does seem
to be the most equitable way to
distribute assistance to producers who
suffered production losses.

Specifically, the letters from 10
Senators and Congressmen cited the
additional administrative burden placed
upon gins by the proposed rule but did
not offer alternative recommendations.
One ginner expressed concern about the
administrative burden, plus the
potential for conflict created by the
proposed rule between the gin and the
producer where the gin cannot control
the outcome of the rules but is blamed
for the results nonetheless. Another
ginner specifically recommended a
distribution of assistance based on 2003
crop year lint production which would
be more equitable and less burdensome
to producers and ginners. Two
associations stated that cotton ginners
are willing to gather data from
producers but suggested an extended
application time of 45 to 60 days. These
two associations also suggested use of a
standard form that producers can use to
provide production and acreage data to
their gins that also provides a
certification by producers that they are
responsible for the accuracy of the data
on the form. Two additional
associations submitted similar
recommendations and suggested the use
of a form by producers with a self-
certification clause that would shift
liability from gins to producers, an
application period of at least 45 days,
clarification of provisions regarding
producers who did not plant cotton in
either 2003 or 2004, and the use of a
lint-to-cottonseed conversion factor
based on the national average as in past
programs. Further, these associations
requested that all gins in states with
eligible disaster counties receive
disaster application information and the
eligible county list.

More specific comments are discussed
below section by section, along with
minor changes that will be made in the
final rule.
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Section 1427.1100 Applicability

Three cotton associations suggested
that gins in states with disaster-declared
counties should receive application
information and an eligible county list
in order to account for all eligible
production. While there was no
recommendation as to how to carry out
the suggestion, CCC agrees that program
information must be easily available and
will, therefore, make the instructions,
forms and list of eligible counties
available to gins electronically on the
internet or by electronic mail. This
provision will be handled
administratively. Therefore, the section
is adopted as proposed.

Section 1427.1105 Payment
Application and Deadline

Four associations stated that in order
to administer the program as USDA
proposes they will need additional time
to gather data from producers, perform
necessary calculations and prepare
applications to CCC. One association
suggested an application deadline of 45
to 60 days, and three associations
suggested at least 45 days. CCC agrees
that additional time may be necessary
for gins to gather data from producers
that are not currently on file, to compile
such data, and prepare an application.
Thus, the final rule provides that gins
have 60 calendar days from the date the
program is announced in the Federal
Register to file applications with CCC.

Section 1427.1107 Applicant Payment
Quantity

All of the respondents cited the
additional burden the proposed rule
would place on gins as compared to
previous Cottonseed Payment Programs.
Specifically, the proposed rule provided
that gins must differentiate production
from producers located in eligible and
non-eligible counties, gather data from
producers or other gins if a producer
ginned cotton at a different gin in 2003,
calculate expected production for new
producers who did not produce cotton
in 2003, and calculate lint production
losses for each producer based on 2003
and 2004 production, adjusting such
losses for differences in acreage between
the two years. This required gins to
gather from producers data not already
on file such as planted acreages and
data for producers new to the gin. CCC
recognizes that, compared to past
programs, gins will be required to
perform additional work and thoroughly
explored other options to ease the
burden, such as simply using 2003
production as a basis for payment or
comparing 2003 production to 2004
production without considering the

difference in acreages between the two
years. After consideration, both options
were determined to be fiscally
irresponsible ways to operate a disaster-
related program. Therefore, the section
will be adopted as proposed. However,
CCC will make every effort to assist gins
in obtaining the data necessary that they
do not currently have on file and will
provide additional time for the gins to
gather data and to prepare applications
for submission to CCC.

Section 1427.1108 Total Payment
Quantity

Two associations recommended that
the eligible quantity of cottonseed for
payment be determined using a
conversion factor based on the national
average and cited the national average
seed-to-lint ratio as used for past
programs. CCC did propose a different
formula for computing the seed-to-lint
ratio from what was done in the past,
except for using the five years preceding
2004. Thus, CCC adopts § 1427.1108(b)
as proposed.

Section 1427.1111 Liability of First
Handler

Two cotton associations cited the
need for a shift in data liability from the
gin to the producer when additional
data must be gathered by the gin that the
gin does not already have, such as
acreage data. It was suggested that data
be provided by producers on a form
containing a self-certification clause that
would shift liability and also provide
documentation if an audit is necessary
or if a dispute arises. CCC disagrees that
liability should be shifted to the
producer because the gin is the
applicant and recipient of program
benefits. Therefore this section is
adopted as proposed.

Executive Order 12866

This rule has been determined to be
“Not Significant” under Executive
Order 12866 and has not been reviewed
by the Office of Management and
Budget (OMB).

Regulatory Flexibility Act

The Regulatory Flexibility Act does
not apply to this rule because CCC is not
required by 5 U.S.C. 553 or any other
law to publish a notice of proposed
rulemaking with respect to the subject
of this rule.

Environmental Assessment

The environmental impacts of this
rule have been considered consistent
with the provisions of the National
Environmental Policy Act of 1969
(NEPA), 42 U.S.C. 4321 et seq., the
regulations of the Council on

Environmental Quality (40 CFR Parts
1500-1508), and FSA’s regulations for
compliance with NEPA, 7 CFR part 799.
To the extent these authorities may
apply, CCC has concluded that this rule
is categorically excluded from further
environmental review as evidenced by
the completion of an environmental
evaluation. No extraordinary
circumstances or other unforeseeable
factors exist which would require
preparation of an environmental
assessment or environmental impact
statement. A copy of the environmental
evaluation is available for inspection
and review upon request.

Executive Order 12988

The rule has been reviewed in
accordance with Executive Order 12988.
This proposed rule preempts State laws
to the extent such laws are inconsistent
with it. This rule is not retroactive.
Before judicial action may be brought
concerning this rule, all administrative
remedies set forth at 7 CFR Parts 11 and
780 must be exhausted.

Executive Order 12372

This program is not subject to
Executive Order 12372, which requires
intergovernmental consultation with
State and local officials. See the notice
related to 7 CFR part 3015, subpart V,
published at 48 FR 29115 (June 24,
1983).

Unfunded Mandates

Title II of the Unfunded Mandates
Reform Act of 1995 (UMRA) does not
apply to this rule because CCC is not
required by 5 U.S.C. 553 or any other
law to publish a notice of proposed
rulemaking for the subject of this rule.
Further, this rule contains no unfunded
mandates as defined in sections 202 and
205 of UMRA.

Paperwork Reduction Act of 1995

A request for comments on the
information collection needed for this
program was part of the proposed rule.
As stated above, several respondents
commented that the proposed rule is
much more complicated than previous
cottonseed assistance programs and puts
a much heavier administrative burden
on cotton ginners, and requested that
this burden be reduced. CCC explored
options to ease the burden but all were
determined to be fiscally irresponsible.
However, CCC will assist gins in
obtaining the data necessary and will
provide time to gather data and to
prepare applications for submission.
The final information collection package
has been approved by OMB and
assigned OMB Control Number 0560—
0256.
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Government Paperwork Elimination Act

CCC is committed to compliance with
the Government Paperwork Elimination
Act (GPEA) and the Freedom to E-File
Act, which require Government
agencies in general, and the FSA in
particular, to provide the public the
option of submitting information or
transacting business electronically to
the maximum extent possible. Because
of the need to publish these regulations
quickly, the forms and other
information collection activities
required to be utilized by a person
subject to this rule are not yet fully
implemented in a way that would allow
the public to conduct business with
CCC electronically. Accordingly, at this
time, all forms required to be submitted
under this rule may be submitted to
CCC by mail or FAX.

List of Subjects in 7 CFR Part 1427

Agriculture, Cottonseed.
m For the reasons set out in the
preamble, 7 CFR 1427 is amended as set
forth below.

PART 1427—COTTON

m 1. The authority citation for 7 CFR
part 1427 is revised to read as follows:
Authority: 7 U.S.C. 7231-7239; 15 U.S.C.

714b, 714c; Pub. L. 108-324, Pub. L. 108—
447.

m 2. Revise the heading to subpart F to
read as follows:

Subpart F—2004 Cottonseed Payment
Program

m 3. Revise § 1427.1100 to read as
follows:

§1427.1100 Applicability.

(a) Subject to the availability of funds,
this subpart sets forth the terms and
conditions under which the Commodity
Credit Corporation (CCC) will provide
payments under the cottonseed payment
program for the 2004 crop year of
cottonseed. Additional terms and
conditions may be set forth in the
application or other forms which must
be executed to participate in the
cottonseed payment program.

(b) Payments shall be available only
as provided in this subpart and only
with respect to cottonseed in counties
declared a disaster by the President of
the United States due to hurricanes or
tropical storms.

§1427.1102 [Amended]

W 4.In §1427.1102 remove the
definitions “Number of ginned cotton
bales” and “Running bale.”

W 5. Revise § 1427.1103 toread as
follows:

§1427.1103 Eligible cottonseed and
counties.

To be eligible for payments under this
subpart:

(a) Counties must have been declared
a disaster by the President of the United
States due to 2004 hurricanes or tropical
storms.

(b) Cotton must not have been
destroyed or damaged by fire, flood, or
other events such that its loss or damage
was compensated by other local, State,
or Federal government or private or
public insurance or disaster relief
payments.

m 6. Amend § 1427.1104 by revising the
section heading, revising paragraph (a)
and in paragraph (c) by removing the
term ““low cottonseed prices” and
adding ““the loss of cottonseed,” in its
place to read as follows:

§1427.1104 Eligible applicants (first
handlers).

(a) An eligible first handler of
cottonseed shall be a gin that has an
eligible payment quantity as determined
under § 1427.1107. Only an eligible first
handler of cottonseed shall be eligible to
file an application for payment under
this subpart.

* * * * *

m 7. Amend § 1427.1105 by revising the
section heading and paragraph (b) to
read as follows:

§1427.1105 Payment application and
deadline.

* * * * *

(b) The application deadline shall be
60 calendar days after the rules in this
subpart become effective unless
otherwise announced by CCC.
Applications received after such
application deadline will not be

accepted for payment.
* * * * *

m 8. Revise §1427.1106 to read as
follows:

§1427.1106 Available funds.

The total available program funds for
the 2004-crop cottonseed program
provided for in this subpart shall be $10
million.

m 9. Revise § 1427.1107 to read as
follows:

§1427.1107 Applicant payment quantity.
(a) The applicant’s payment quantity
of cottonseed will be calculated by the
applicant and submitted on the
Cottonseed Payment Application and
Certification for approval for by CCC.
An applicant must be an eligible gin and
the applicant’s payment eligibility will
be based on the determination of the
amount of lint deliveries by cotton

producers in eligible counties which
were lost to the gin because of the
qualifying hurricane or tropical storm as
calculated under this section.

(1) The lost lint determination will be
made on a producer-by-producer and
farm-by-farm basis, based on producer
certification, ginning records and other
relevant information as applicable.

(2) The loss determination will be
limited to losses related to 2004-crop
cotton production in eligible counties. A
cotton producer’s gross loss of lint shall
be determined based on a comparison of
lint deliveries for 2003 and 2004 by the
producer from the eligible farm to all
gins. That difference will be adjusted to
reflect changes in the acreage planted in
the two years by the producer on the
eligible farm and adjusted for losses due
to reasons other than hurricane or
tropical storm.

(b) The producer will certify the gin
or gins to which the lost lint production
as so determined would have been
delivered. Also, the producer will
certify the relevant percentages of the
losses that would have been delivered to
each gin if more than one gin would
have received the deliveries.
Apportionment of the loss may be made
by CCC between gins on that basis.

(c) If the producer delivered 2004-
crop cotton to a gin different than the
gin to which the producer delivered
2003-crop cotton, or delivered cotton to
more than one gin in either 2003 or
2004, the gin receiving 2004-crop cotton
shall contact the other gins for
production information or obtain other
proof of the eligible quantity from the
cotton producer so as to make or verify
the calculation called for in paragraph
(a) of this section.

(d) If the cotton producer did not
produce 2003-crop cotton the producer
shall be considered a new producer. A
new producer’s eligible lost quantity
will be determined as provided in
paragraph (a) of this section except that
the amount of loss of lint will be made
by comparing the producer’s actual
2004 per-acre yield with the 2003
USDA, National Agricultural Statistics
Service county average yield for the
applicable county.

(e) The gin’s lint eligibility will be
calculated individually with respect to
all eligible cotton producers and those
individual eligibilities for the gin will
then be added together to determine the
total lint eligibility of the gin. From that
amount of lint eligibility, the applicant
gin’s payment quantity of cottonseed
shall be calculated by CCC by
multiplying:

(1) The applicant gin’s eligible weight
of lint for which payment is requested,
as approved by CCC, and as determined
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in paragraphs (a) through (d) of this
section by;

(2) The Olympic average of estimated
pounds of cottonseed per pound of
ginned cotton lint, as determined by
CCC, for the five years preceding the
2004 crop year.

W 10. Revise § 1427.1108 to read as
follows:

§1427.1108 Total payment quantity.

The total quantity of 2004-crop
cottonseed eligible under this subpart
shall be based on the total payment
quantity of cottonseed as determined
under this subpart for which timely
applications are filed. Eligible
cottonseed for which no application is
received according to announced
application instructions shall not be
included in the total payment quantity
of cottonseed. The total payment
quantity of cottonseed (ton-basis) shall
be calculated by multiplying:

(a) The total weight of cotton lint,
converted to tons, for which payment is
requested by all applicants, as approved
by CCC, by

(b) The Olympic average of estimated
pounds of cottonseed per pound of
ginned cotton lint, as determined by
CCC for the five years preceding the
2004 crop year.

m 11. Revise § 1427.1109 to read as
follows:

§1427.1109 Payment rate.

The payment rate (dollars per ton)
shall be determined by CCC by dividing
the total available program funds by the
total eligible payment quantity of
cottonseed. However, in no event may
the total payment to an eligible
applicant exceed $114 per ton of
cottonseed multiplied by the applicant’s
total eligible payment quantity.

m 12. Amend § 1427.1111 by revising
paragraph (d) to read as follows:

§1427.1111 Liability of first handler.

(d) For 3 years after the date of the
application for 2004-crop payments, the
applicant shall keep records, including
records supporting the quantity of
cottonseed for which payment was
requested, and furnish such information
and reports relating to the application to
CCC as requested. Such records shall be
available at all reasonable times for an
audit or inspection by authorized
representatives of CCC, United States
Department of Agriculture, or the
Comptroller General of the United
States. Failure to keep, or make
available, such records may result in
refund to CCC of all payments received,
plus interest thereon, as determined by
CCC. In the event of a controversy

concerning payments, records must be

kept for such longer period as may be

specified by CCC until such controversy

is resolved. Destruction of records at

any time is at the risk of the applicant.
Signed in Washington, DC, on January 12,

2006.

Teresa C. Lasseter,

Executive Vice President, Commodity Credit

Corporation.

[FR Doc. 06—742 Filed 1-25—-06; 8:45 am]

BILLING CODE 3410-05-P

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Parts 701 and 741

Uninsured Secondary Capital

AGENCY: National Credit Union
Administration (NCUA).

ACTION: Final rule.

SUMMARY: The National Credit Union
Administration (NCUA) is adopting
modifications to its rules on uninsured
secondary capital accounts to allow
low-income designated credit unions to
begin redeeming the funds in those
accounts when they are within five
years of maturity, and to require prior
approval of a plan for the use of
uninsured secondary capital before a
credit union can begin accepting the
funds.

DATES: This rule is effective February
27, 2006.

FOR FURTHER INFORMATION CONTACT:
Steven W. Widerman, Trial Attorney,
Office of General Counsel, at 703/518—
6557; or Margaret Miller, Program
Officer, Office of Examination and
Insurance, at 703/518-6375.

SUPPLEMENTARY INFORMATION:
A. Background

1. Uninsured secondary capital
accounts. Under conditions prescribed
by the NCUA Board, credit unions
serving predominantly low-income
members are permitted by law to receive
payments on shares from non-natural
persons. 12 U.S.C. 1757(6). In 1996, the
NCUA Board authorized low-income
designated credit unions (“LICUs”),1
including State-chartered credit unions

1The NCUA Board is authorized by law to define
“credit unions serving predominantly low-income
members.” 12 U.S.C. 1757(6). To be so designated
by the appropriate Regional Director, the NCUA
Board generally requires the majority of a credit
union’s members to earn less than 80 percent of the
average national wage as determined by the Bureau
of Labor Statistics, or to have annual household
incomes below 80 percent of the national median
as determined by the Census Bureau. 12 CFR
701.34(a)(2)-(3).

to the extent permitted by State law, to
accept uninsured secondary capital
(“USC”) from non-natural person
members and nonmembers. 12 CFR
701.34(b) (2005). The purpose of USC is
to provide a further means—beyond
setting aside a portion of earnings—for
LICUs to build capital to support greater
lending and financial services in their
communities, and to absorb losses and
thus protect LICUs from failing. 61 FR
3788 (Feb. 2, 1996); 61 FR 50696 (Sept
27, 1996).

To ensure the safety and soundness of
LICUs that accept USC, the existing rule
imposed multiple restrictions that also
apply to State-chartered LICUs. 12 CFR
741.204. Before accepting USC, a LICU
must submit a written plan for the use
and repayment of USC. § 701.34(b)(1).
USC accounts must have a minimum
maturity of five years and may not be
redeemable prior to maturity.
§701.34(b)(3)—(4). The accounts must be
established as uninsured, non-share
instruments. § 701.34(b)(2) and (5). And
most importantly, USC funds on deposit
(including interest paid into the
account) must be available to cover
operating losses in excess of the LICU’s
net available reserves and undivided
earnings. § 701.34(b)(7). Funds used to
cover such losses may not be
replenished or restored to the USC
accounts. Id.

2. Impact of Prompt Corrective
Action. Since the inception of USC,
existing § 701.34(c)(1) has required
LICUs to discount a USC account’s
original capital value (now called “net
worth value”’)—essentially
recategorizing the discounted portion as
subordinated debt—in 20 percent
annual increments beginning at five
years remaining maturity. Even as its
capital value is discounted, however,
the full amount of USC must remain on
deposit to cover losses. § 701.34(c)(2)
(2005).

In 2000, pursuant to Congressional
mandate, NCUA adopted a system of
“prompt corrective action” (“PCA”)
consisting of mandatory minimum
capital standards indexed by a credit
union’s “net worth ratio” to five
statutory net worth categories.2 12
U.S.C. 1790d; 12 CFR part 702; 65 FR
8560 (Feb. 18, 2000). As a credit union’s
net worth ratio falls, its classification
among the net worth categories declines
below “well capitalized,” thus exposing
it to an expanding range of mandatory
and discretionary supervisory actions

2The “net worth” of a LICU is defined by law as
its retained earnings under GAAP plus any USC on
deposit. 12 U.S.C. 1790d(0)(2); 12 CFR 702.2(f). The
“net worth ratio” of a credit union is the ratio of
its net worth to its total assets. 12 U.S.C.
1790d(0)(3); 12 CFR 702.2(g) and (k).
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designed to restore net worth. E.g., 12
CFR 702.201(a), 702.202(a), 702.204(b).

Because of PCA, discounting the net
worth value of USC beginning at five
years remaining maturity reduces a
LICU’s net worth ratio. While the “net
worth” numerator of the ratio is reduced
at the rate of 20 percent annually, the
““assets”” denominator must remain the
same because of the existing rule’s
restriction on redeeming USC accounts
prior to maturity. § 701.34(b)(4) (2005).
The result is that discounting the net
worth value of USC dilutes a LICU’s net
worth ratio, threatening to lower its
classification among the PCA net worth
categories.

3. 2005 Proposed Rule. December
2004 Call Report data indicated that a
significant number of LICUs are exposed
to the risk that discounting the value of
their USC will dilute their net worth
ratio. 70 FR 43789 (July 29, 2005).3 For
this reason, the NCUA Board issued a
proposed rule allowing low-income
designated credit unions that have USC
accounts to begin redeeming the funds
in those accounts when they are within
five years of maturity. 70 FR 43789. To
discourage the misuse of USC, the
proposed rule also requires prior
approval, not just submission, of a plan
for the use and repayment of the
aggregate USC before a LICU can accept
USC accounts. Id.

NCUA received four comments in
response to the proposed rule, all from
credit union industry trade associations
representing different segments of the
industry. One commenter supported
without reservation the proposal to
allow redemption of USC accounts prior
to maturity; the other three supported
the proposal subject to their comments
discussed below. One commenter
supported without reservation the
proposal to require prior approval of a
plan for the use and repayment of USC;
the other three opposed the requirement
altogether for reasons given in their
comments discussed below. Suggested
revisions to the existing regulation
beyond those introduced in the
proposed rule also are addressed below.

B. Analysis of Comments on Proposed
Rule

1. Redemption of Secondary Capital
Prior to Maturity

To protect a LICU’s net worth ratio
from being diluted by discounting the
net worth value of its USC, the proposed

3June 2005 data shows that 55 LICUs have USC
accounts. These accounts have an aggregate balance
of $30 million in USC. Of these LICUs, 46 are
classified “well capitalized” and 4 are classified
“adequately capitalized,” indicating that 89 percent
currently have net worth ratios that subject them to
little or no PCA.

rule introduced new subsection (d)
eliminating the existing bar against
redemption and, instead, prescribing
conditions under which LICU’s may
redeem discounted USC prior to
maturity.

Prepayment Risk. Two commenters
noted that the proposed rule fails to
address the “prepayment risk” for
account investors created by permitting
LICUs to redeem USC prior to maturity,
and also does not disclose that risk in
the “Disclosure & Acknowledgement”
form in the Appendix to § 701.34.
“Prepayment risk” is the risk that, to the
extent USC is repaid earlier than the
final maturity date, the account investor
may be deprived of expected interest
income because it will be unable to
reinvest the repaid funds at the same
rate of interest for the balance of the
period remaining until the original
maturity date. This risk represents a
legitimate concern. USC investors can
protect themselves from prepayment
risk to the extent they contract with the
LICU to limit or bar redemption prior to
maturity of the investor’s account. To
the extent the parties are silent about
redemption prior to maturity, the
“Disclosure and Acknowledgement” in
Appendix A to § 701.34 is amended to
put the investor on notice as follows:

4. Prepayment and other risks. Redemption
of USC prior to the account’s original
maturity date may expose the account
investor to the risk of being unable to
reinvest the repaid funds at the same rate of
interest for the balance of the period
remaining until the original maturity date.
The investor acknowledges that it
understands and assumes responsibility for
prepayment risk associated with [name of
credit union]’s redemption of the investor’s
USC account prior to the original maturity
date.”

Redemption in Final Year Prior to
Maturity. The new schedule for
redeeming USC does not provide for
redemption of the last twenty percent
increment of discounted USC during the
final year prior to maturity.
§701.34(d)(3). As the proposed rule
explained, this last increment of
discounted USC will be redeemed at the
account’s final maturity date. 70 FR at
43790. Two commenters asked why
LICUs are not allowed to redeem the last
increment of discounted USC during the
final year, i.e., before the account’s final
maturity date. The reason is that, to
fulfill its most important purpose, the
final twenty percent increment must
remain available to cover operating
losses until the final maturity date, even
as its net worth value is discounted to
zero. § 701.34(c)(2). If LICUs were
permitted to redeem the last twenty
percent increment before the account’s

maturity, there would be no USC on
deposit to cover post-redemption
operating losses arising prior to the final
maturity date. Thus, the final rule
retains the new schedule for redemption
as proposed. § 701.34(d)(3).

Minimum post-redemption net worth
classification. To redeem discounted
USC, the proposed rule required a LICU
to have a post-redemption net worth
classification of “well capitalized.” 70
FR at 43790. However, a credit union
that would be “adequately capitalized”
after redeeming discounted USC could
apply on a case-by-case basis for
Regional Director approval to redeem.
Id. It is apparent upon reconsideration
that this requirement for “adequately
capitalized” credit unions is redundant
because each credit union’s request to
redeem, regardless of post-redemption
net worth, already receives subjective,
case-by-case evaluation and approval.
Moreover, the post-redemption
difference between a “well capitalized”
and an “‘adequately capitalized” credit
union is that PCA subjects the latter to
a single “mandatory supervisory
action”’: The requirement to make
quarterly contributions of earnings to
build net worth.

One commenter asked why the
proposed rule did not allow a LICU to
redeem discounted USC if its post-
redemption net worth classification
would be less than “adequately
capitalized” (i.e., a net worth ratio of
5.99 percent or less). There are three
reasons for setting a minimum post-
redemption net worth “floor” at
“adequately capitalized.” First, very few
LICUs would be affected because
typically only a handful (five or less as
of June 2005) would have a net worth
classification of less than “adequately
capitalized” after redeeming their
discounted USC. Second, among all
LICUs that accept USC, redeeming
discounted USC would rarely increase
one’s net worth ratio significantly
enough to raise a LICU to a higher net
worth category. And third, on rare
occasions when redemption would raise
a LICU to a higher category, as long as
it still is below “adequately
capitalized,” the LICU would remain
burdened with the full range of
“mandatory supervisory actions” that
PCA imposes on the bottom three net
worth categories.# Prohibiting

4In addition to making quarterly transfers of

earnings to build net worth, credit unions in the
“undercapitalized,” “‘significantly
undercapitalized” and “critically undercapitalized”
net worth categories must comply with three further
“mandatory supervisory actions”: (1) A freeze on
total assets; (2) a freeze on the balance of MBLs; and
(3) the requirement to submit a net worth

Continued
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redemption by credit unions that remain
in these categories furthers the goal of
maximizing their cushion against
operating losses that otherwise would
be borne by the Share Insurance Fund.

For these reasons, the final rule
retains “‘adequately capitalized” as the
minimum post-redemption net worth
“floor” for redeeming discounted USC.

Resolution Authorizing Redemption.
The proposed rule requires that a LICU’s
request to redeem USC be authorized by
a resolution of the credit union’s board
of directors. 70 FR at 43790. The rule
explained that the purpose of a board
resolution is to ‘“‘document[] that a
majority of the board participated in a
board decision. Maximum board
member participation in deciding to
redeem SC helps to overcome possible
conflicts of interest between LICU
officials and officials of the SC account
holder.” Id. A commenter asks either
that this rationale be further explained,
or that the resolution requirement be
eliminated from the final rule.

The final rule retains the resolution
requirement as proposed, but further
explains its purpose as follows. In many
instances, a LICU in search of USC and
potential USC investors are identified
and brought together by one or more
individual officials of each party to the
transaction. These individuals
sometimes have pre-existing familial or
business relationships that may impair
their independence and fidelity to the
interests of the party they represent. On
the assumption that the credit union
official who was the “finder” of the USC
investor is singularly able to
consummate the transaction, the natural
tendency of credit union officials is to
defer to that person’s knowledge and
judgment. Excessive reliance on
knowledge and judgment concentrated
in one or a few individuals allows them
to be unduly influential in the making
of decisions relating to the transaction.

In the case of USC investments, the
dominant influence of the “finder(s)”
may extend to deciding whether to
accommodate an investor’s wish to
redeem its USC account at the earliest
opportunity, thus realizing a
prepayment award (through
reinvestment at more favorable interest
rate), or to forestall redemption to avoid
prepayment risk (requiring reinvestment
at a less favorable interest rate). A
resolution of a credit union’s board of
directors would ensure that such a
decision is made by the board as a
whole, is consistent with the credit
union’s best interests, and is
transparent. For these reasons, the final

restoration plan for approval. 12 U.S.C. 1790d(f)-
(g); 12 CFR 702.202(a).

rule requires that a LICU’s request to
redeem discounted USC be embodied in
a duly authorized resolution of its board
of directors.

Timing and scope of request to
redeem. The proposed rule provided
that ““a request to redeem discounted
secondary capital must be submitted in
writing on an annual basis.”
§701.34(d)(1). The preamble explained
that a request “must be submitted for
each year preceding maturity (unless the
Regional Director indicates in writing
that the approval is for more than one
year).” 70 FR at 43790. A commenter
asks if this means that a redemption
request may be submitted only once a
year, thus precluding more than one
request per year. The answer is no.

To ensure that redemption requests
may be submitted at any time and may
be broadly framed, the final rule is
revised to allow a request to be
submitted “at any time”’ so long as it
“speciflies] the increment(s) to be
redeemed and the schedule for
redeeming all or any part of each
eligible increment.” As a result, LICUs
will have the option to, for example,
seek approval extending beyond the
current year, thus allowing future years’
increments of discounted USC to be
redeemed as they become eligible; or to
redeem a year’s increment in
installments timed to correspond with
the availability of liquidity from
maturing instruments and availability of
sources of lower cost funds. Finally, to
give Regional Directors maximum
flexibility in addressing redemption
requests that may be ambitious in scope,
the final rule has been revised to
provide that: “A request to redeem
discounted secondary capital may be
granted in whole or in part.”

2. Pre-Approval of Plan for Use of
Uninsured Secondary Capital

Existing § 701.34(b) requires a LICU
that is planning to accept USC accounts
to forward to the appropriate Regional
Director (and to the appropriate State
Supervisory Authority (“SSA”) in the
case of State-chartered LICU) a written
plan for the use of the aggregate funds
in those accounts and ‘““subsequent
liquidity needs” to repay them upon
maturity (“Plan”). § 701.34(b)(1); 12
CFR 741.204(c). No Regional Director or
SSA approval is required. In contrast,
the proposed rule requires prior
regulatory approval of a USC Plan,
subject to certain matters the Plan must
address, before USC accounts can be
accepted.® § 701.34(b). As proposed, a

5 Approval will be required oly for USC Plans
submitted on or after the effective date of this final
rule; Plans submitted before that date will not be

USC Plan need not be submitted for
each account individually; rather it may
address the maximum aggregate USC
that a LICU expects to receive.

Misuse of Secondary Capital. A
principal reason for requiring
approval—not just submission—of a
LICU’s USC Plan is to ensure that USC
is used to achieve the goals for which
it was conceived, i.e. building capital to
support expansion of lending and
financial services in LICUSs’
communities, and to serve as a cushion
against losses. 61 FR 3788 (Feb. 2,
1996). Emphasizing that USC is
disclosed in a LICU’s quarterly Call
Report, three commenters questioned
the proposed rule’s conclusion that “SC
played a role in masking the magnitude
of other problems” that caused LICUs to
fail. 70 FR at 43791. One assumed that
those cases ‘“‘undoubtedly involved
fraud and/or major recordkeeping
deficiencies” and thus were atypical.
Two commenters contended that
requiring prior approval of USC Plans
would not improve safety and
soundness enough to justify the
additional burden on credit unions. And
the third objected that that burden
creates an additional step that could
discourage potential investors from
entering the USC market.

Net worth is a reliable—if sometimes
lagging—indicator of operational
problems and poor financial
performance that threaten a credit
union’s solvency. Full disclosure of a
LICU’s USC balance distinguishes the
portion of net worth derived from
earnings generated by routine credit
union operations, in contrast to the
portion derived from subordinated debt
that ultimately must be repaid.
However, this quantitative distinction
tells us nothing about a LICU’s
qualitative use of USC, which in terms
of risk to credit union safety and
soundness, can range from negligible to
perilous.

Contrary to a commenter’s
assumption, the problems that the final
rule addresses generally are not solely
the result of fraud and deficient
recordkeeping. Rather, they reflect an
emerging pattern of lenient practices
that frustrate LICUs’ good faith use of
USC. These practices include: (1) Poor
due diligence and strategic planning in
connection with establishing and
expanding member service programs
such as ATMs, share drafts and lending
(e.g., member business loans (“MBLs”’)
real estate and subprime); (2) Failure to

affected. However, no USC Plan is necessary for
funds received after the effective date pursuant to
a Plan adopted and submitted before the effective
date.
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adequately perform a prospective cost/
benefit analysis of these programs to
assess such factors as market demand
and economies of scale; (3) Premature
and excessively ambitious
concentrations of USC to support
unproven or poorly performing
programs; and (4) Failure to realistically
assess and timely curtail programs that,
in the face of mounting losses, are not
meeting expectations. When they occur,
these lenient practices contribute to
excessive net operating costs, high
losses from loan defaults, and a shortfall
in revenues (due to non-performing
loans and poorly performing
programs)—all of which, in turn,
produce lower than expected returns.

Promoting diligent practices in place
of lenient ones cannot help but improve
the safety and soundness of LICUs.
Requiring prior approval of a USC Plan
will strengthen supervisory oversight
and detection of lenient practices in
several ways. First, it will prevent
LICUs from accepting and using USC for
purposes and in amounts that are
improper or unsound. Second, the
approval requirement will ensure that
USC Plans are evaluated and critiqued
by the Region before being
implemented. Third, for both NCUA
and the LICU, an approved USC Plan
will document parameters to guide the
proper implementation of USC, and to
measure the LICU’s progress and
performance. For these reasons, the final
rule requires prior Regional Director
approval of a USC Plan.

Finally, to the extent that obtaining
prior approval adds a step that might
cause undue delay, possibly
discouraging potential investors from
entering the USC market, the final rule
provides a backstop. A Regional
Director has 45 days from the date a
USC Plan is submitted to approve or
disapprove it. However, the final rule
provides that if a Regional director fails
to act on a USC Plan within that period,
the Plan is approved by default and “the
LICU may proceed to accept secondary
capital accounts pursuant to the plan.”
§701.34(b)(2).

Regional Director discretion to
approve Plan. Before accepting USC
accounts, the proposed rule required a
LICU to forward its USC Plan to the
appropriate NCUA Regional Director for
approval. § 701.34(b)(1). One
commenter objected that this approval
authority “places excessive discretion in
the hands of the agency’s regional
directors.” The NCUA Board believes
the degree of Regional Director
discretion is appropriate for two
reasons. First, because the final rule
establishes four criteria on which a
decision to approve or disapprove must

be based: how the LICU will USC in the
aggregate; how it will provide for
subsequent liquidity to repay the
accounts; whether the use of USC
conforms to the LICU’s strategic plan,
business plan and budget; and whether
the Plan is supported by two years of
pro forma financial statements. And
second, in assessing those criteria, the
Regional Director will be relying on
input from the examiner who regularly
oversees the credit union and, thus, is
well-suited to judge its capabilities. For
these reasons, the NCUA Board is
content to give its Regional Directors the
authority to take final agency action on
USC Plans. Accordingly, the final rule
retains as proposed the requirement for
Regional Director prior approval of USC
Plans.

Pro forma financial statements. To the
existing criteria for approval of a Plan,
the proposed rule adds the requirement
to demonstrate that the intended use of
USC conforms to the accepting LICU’s
strategic plan, business plan and budget;
and is supported by accompanying pro
forma financial statements, including
any off-balance sheet items, covering a
minimum of the next two years.
§701.34(b)(1)(iv). As the proposed rule
noted, the purpose of this criterion “is
to project and document the future
financial performance of the LICU in
relation to the risks associated with
accepting USC accounts.” 70 FR at
43791. Nonetheless, the single
commenter who addressed this
requirement objected, without
explanation, that it is “‘unnecessary’’ for
a USC Plan to be supported and
accompanied by pro forma financial
statements. NCUA maintains that pro
forma financial statements are a routine,
yet essential, tool for documenting and
testing the soundness of the
assumptions a credit union relies on to
project future performance. Pro forma
financial statements benefit credit union
management by measuring differences
between planned and actual
performance. And pro forma financial
statements facilitate regulatory
evaluation and supervisory oversight of
USC Plans.

3. Other Comments

The commenters suggested several
revisions to the existing § 701.34(b)
beyond those introduced in the
proposed rule.

Use of Secondary Capital to Pay
Dividends. In both the existing and the
proposed rule, the essential feature of
USC is that it “must be available to
cover operating losses realized by the
credit union” in excess of its net worth.
§701.34(b)(7). Two commenters
advocate revising the final rule to clarify

whether the payment of dividends is
within or beyond the scope of
“operating losses realized by the credit
union.” Most contend that it is beyond
the scope and thus should not be
subsidized by USC.

The Federal Credit Union Act
addresses this issue by allowing a credit
union’s board of directors to declare a
dividend only “after provision for
required reserves.” 12 U.S.C. 1763; see
also 12 U.S.C. 1761b(18). The
prerequisite to have reserves from
which to fund dividends means that
USC cannot be used to create reserves
for that purpose where none exists.
Thus, a credit union may declare
dividends only to the extent it has
reserves available. After fully posting
and measuring net income, including
completing provisioning for Allowance
for Loan and Lease Losses and
measuring it against net income, a credit
union may declare and pay dividends
only to the extent that it has reserves
and undivided earnings exclusive of
USC. The final rule revises the
“Disclosure and Acknowledgement”
form in the Appendix to § 701.34 to
clearly establish that “Dividends are not
considered operating losses and thus are
not eligible to be paid out of secondary
capital.”

Replenishment of Secondary Capital
Account. Both the existing and the
proposed rule state that, to the extent an
USC account is used to cover “operating
losses,” the LICU “‘shall under no
circumstances restore or replenish the
account.” §701.34(b)(7) (2005). Two
commenters believe that this restriction
should be withdrawn so that a LICU
could replenish USC accounts should it
subsequently regain financial health. To
do so would be inconsistent with the
purpose of USC accounts, as explained
in the final rule that first established the
accounts: “Permitting LICUs to
replenish SC once financial health has
been regained would defeat the purpose
for establishing secondary capital. The
goal of secondary capital is to enhance
capital positions. The potential growth
of primary capital could be slowed by
allowing LICUs to replenish investor
funds in the event those funds are
depleted. Additionally, permitting
replenishment could be interpreted as
“guaranteed return of principal” by the
investor which was not the Board’s
original intent.” 61 FR at 50696. For
these reasons, the final rule retains the
restriction against restoring or
replenishing USC accounts.
§701.34(b)(7).

Suspension of Dividend and Interest
Payments. The proposed rule combines
two subsections of the existing rule into
a single, abbreviated section explaining
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NCUA’s authority to suspend “critically
undercapitalized”” LICUs from paying
principal, interest and dividends on
USC accounts established after August
7, 2000, the date PCA became effective.
§701.34(12). The sole commenter on
this section advocated repealing this
authority. Because it is indirectly
prescribed by law for “critically
undercapitalized” credit unions,® the
authority to suspend payments of
principal, interest and dividends on
USC accounts is not subject to repeal
through the rulemaking process. Like
the existing rule, the proposed
subsection simply puts USC investors
on notice of the possibility of a
suspension of such payments in the
event the LICU becomes “critically
undercapitalized.” It is therefore
retained as proposed. § 701.34(b)(12).

Regulatory Procedures

Regulatory Flexibility Act

The Regulatory Flexibility Act (RFA)
requires NCUA to prepare an analysis
describing any significant economic
impact a proposed regulation may have
on a substantial number of small credit
unions. NCUA considers credit unions
having less than ten million dollars
($10,000,000) to be small for purposes of
the RFA. The final rule allows credit
unions to begin redeeming USC
accounts when they are within five
years of maturity, and requires them to
obtain prior approval of a plan for the
use and repayment of USC, without
imposing any additional regulatory
burden. The final rule will not have a
significant economic impact on a
substantial number of small credit
unions. Thus, a Regulatory Flexibility
Analysis is not required.

6 Congress directed NCUA to make the system of
PCA developed for insured credit unions
“comparable” with the 1991 law (12 U.S.C. 18310)
that mandated PCA for all other federally-insured
depository institutions. 12 U.S.C. 1790d(b)(1)(A)(ii).
That law authorized the Federal banking agencies
to prohibit payments of principal or interest on a
“critically undercapitalized’ institution’s
subordinated debt. 12 U.S.C. 18310(h)(2)(A). The
Federal Deposit Insurance Corporation rule
implementing that authority, for example, makes
the prohibition mandatory. 12 CFR
325.105(a)(4)(H). To be comparable with
§18310(h)(2)(A) as Congress instructed, part 702
established a ““discretionary supervisory action”
allowing, but not requiring, NCUA to “prohibit
payents of principal, dividends or interest on the
credit union’s uninsured secondary capital
accounts * * *, excpet that unpaid dividends or
interest shall continue to accure under the terms of
the account * * *.” 12 CFR 702.204(b)(11). See 64
FR 27090, 27098 (May 18, 1999); 65 FR 8560, 8674
(Feb. 18, 2000). Section 701.34(b) was amended in
2000 to reflect the addition of this “discretionary
supervisory authority.” 65 FR 21129 (April 20,
2000).

Paperwork Reduction Act

NCUA has determined that the final
rule would not increase paperwork
requirements under the Paperwork
Reduction Act of 1995 and regulations
of the Office of Management and
Budget. NCUA currently has OMB
clearance for the collection
requirements in § 701.34 and part 741
(OMB Nos. 3133-0140, 3133-0099,
3133-142 and 3133-163).

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the impact of their regulatory
actions on State and local interests.
NCUA, an independent regulatory
agency as defined in 44 U.S.C. 3502(5),
voluntarily adheres to the fundamental
federalism principles addressed by the
executive order. This final rule would
not have a substantial direct effect on
the States, on the relationship between
the national government and the States,
or on the distribution of power and
responsibilities among the various
levels of government. Accordingly, this
final rule does not constitute a policy
that has federalism implications for
purposes of the Executive Order.

Small Business Regulatory Enforcement
Fairness Act

The Small Business Regulatory
Enforcement Fairness Act of 1996 (Pub.
L. 104-121) provides generally for
congressional review of agency rules. A
reporting requirement is triggered in
instances where NCUA issues a final
rule as defined by Section 551 of the
Administrative Procedures Act. 5 U.S.C.
551. NCUA submitted the rule to the
Office of Management and Budget,
which has determined that it is not
major for purposes of the Small
Business Regulatory Enforcement
Fairness Act of 1996.

Treasury and General Government
Appropriations Act, 1999

NCUA has determined that the
proposed rule will not affect family
well-being within the meaning of
section 654 of the Treasury and General
Appropriations Act, 1999, Pub. L. 105—
277, 112 Stat. 2681 (1998).

List of Subjects in 12 CFR Parts 701 and
741

Bank deposit insurance, Credit
Unions, Reporting and recordkeeping
requirements.

By the National Credit Union
Administration Board on January 19, 2006.
Mary F. Rupp,

Secretary of the Board.

m For the reasons set forth above, 12
CFR parts 701 and 741 are amended as
follows:

PART 701—ORGANIZATION AND
OPERATIONS OF FEDERAL CREDIT
UNIONS

m 1. The authority citation for part 701
continues to read as follows:

Authority: 12 U.S.C. 1752(5), 1755, 1756,
1757, 1759, 1761a, 1761b, 1766, 1767, 1782,
1784, 1787, 1789 and Public Law 101-73.
Section 701.6 is also authorized by 31 U.S.C.
3717. Section 701.31 is also authorized by 12
U.S.C. 1601 et seq., 42 U.S.C. 1981 and 42
U.S.C. 3601-3610. Section 701.35 is also
authorized by 12 U.S.C. 4311-4312.

m 2. Amend § 701.34 as follows:

m a. Revise the section heading to read
as set forth below;

m b. Revise paragraphs (b) and (c) to
read as set forth below;

m c. Add new paragraph (d) before the
Appendix to § 701.34 to read as set forth
below; and

m d. Revise the Appendix to § 701.34
following new paragraph (d) to read as
follows:

§701.34 Designation of low income status;
Acceptance of secondary capital accounts
by low-income designated credit unions.

* * * * *

(b) Acceptance of secondary capital
accounts by low-income designated
credit unions. A federal credit union
having a designation of low-income
status pursuant to paragraph (a) of this
section may accept secondary capital
accounts from nonnatural person
members and nonnatural person
nonmembers subject to the following
conditions:

(1) Secondary capital plan. Before
accepting secondary capital, a low-
income credit union (“LICU”) shall
adopt, and forward to the appropriate
NCUA Regional Director for approval, a
written ““Secondary Capital Plan” that,
at a minimum:

(i) States the maximum aggregate
amount of uninsured secondary capital
the LICU plans to accept;

(ii) Identifies the purpose for which
the aggregate secondary capital will be
used, and how it will be repaid;

(iii) Explains how the LICU will
provide for liquidity to repay secondary
capital upon maturity of the accounts;

(iv) Demonstrates that the planned
uses of secondary capital conform to the
LICU’s strategic plan, business plan and
budget; and

(v) Includes supporting pro forma
financial statements, including any off-
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balance sheet items, covering a
minimum of the next two years.

(2) Decision on plan. If a LICU is not
notified within 45 days of receipt of a
Secondary Capital Plan that the plan is
approved or disapproved, the LICU may
proceed to accept secondary capital
accounts pursuant to the plan.

(3) Nonshare account. The secondary
capital account must be established as
an uninsured secondary capital account
or other form of non-share account.

(4) Minimum maturity. The maturity
of the secondary capital account must
be a minimum of five years.

(5) Uninsured account. The secondary
capital account will not be insured by
the National Credit Union Share
Insurance Fund or any governmental or
private entity.

(6) Subor(};nation of claim. The
secondary capital account investor’s
claim against the LICU must be
subordinate to all other claims
including those of shareholders,
creditors and the National Credit Union
Share Insurance Fund.

(7) Availability to cover losses. Funds
deposited into a secondary capital
account, including interest accrued and
paid into the secondary capital account,
must be available to cover operating
losses realized by the LICU that exceed
its net available reserves (exclusive of
secondary capital and allowance
accounts for loan and lease losses), and
to the extent funds are so used, the LICU
must not restore or replenish the
account under any circumstances. The
LICU may, in lieu of paying interest into
the secondary capital account, pay
accrued interest directly to the investor
or into a separate account from which
the secondary capital investor may
make withdrawals. Losses must be
distributed pro-rata among all secondary
capital accounts held by the LICU at the
time the losses are realized.

(8) Security. The secondary capital
account may not be pledged or provided
by the account investor as security on a
loan or other obligation with the LICU
or any other party.

(9) Merger or dissolution. In the event
of merger or other voluntary dissolution
of the LICU, other than merger into
another LICU, the secondary capital
accounts will be closed and paid out to
the account investor to the extent they
are not needed to cover losses at the
time of merger or dissolution.

(10) Contract agreement. A secondary
capital account contract agreement must
be executed by an authorized
representative of the account investor
and of the LICU reflecting the terms and
conditions mandated by this section and
any other terms and conditions not
inconsistent with this section.

(11) Disclosure and
acknowledgement. An authorized
representative of the LICU and of the
secondary capital account investor each
must execute a ‘“Disclosure and
Acknowledgment” as set forth in the
Appendix to this section at the time of
entering into the account agreement.
The LICU must retain an original of the
account agreement and the “Disclosure
and Acknowledgment” for the term of
the agreement, and a copy must be
provided to the account investor.

(12) Prompt corrective action. As
provided in §§702.204(b)(11),
702.304(b) and 702.305(b) of this
chapter, the NCUA Board may prohibit
a LICU classified “critically
undercapitalized” or, if “new,” as
“moderately capitalized”, “marginally
capitalized”, “minimally capitalized” or
“uncapitalized”, as the case may be,
from paying principal, dividends or
interest on its uninsured secondary
capital accounts established after
August 7, 2000, except that unpaid
dividends or interest will continue to
accrue under the terms of the account to
the extent permitted by law.

(c) Accounting treatment; Recognition
of net worth value of accounts. (1)
Equity account. A LICU that issues
secondary capital accounts pursuant to
paragraph (b) of this section must record
the funds on its balance sheet in an
equity account entitled ‘“‘uninsured
secondary capital account.”

(2) Schedule for recognizing net worth
value. For accounts with remaining
maturities of less than five years, the
LICU must reflect the net worth value of
the accounts in its financial statement in
accordance with the following schedule:

Net worth
value of
Remaining maturity original
balance
(percent)
Four to less than five years ...... 80
Three to less than four years ... 60
Two to less than three years .... 40
One to less than two years ...... 20
Less than one year ................... 0

(3) Financial statement. The LICU
must reflect the full amount of the
secondary capital on deposit in a
footnote to its financial statement.

(d) Redemption of secondary capital.
With the written approval of the
appropriate Regional Director,
secondary capital that is not recognized
as net worth under paragraph (c)(2) of
this section (“discounted secondary
capital” recategorized as subordinated
debt) may be redeemed according to the
remaining maturity schedule in
paragraph (d)(3) of this section.

(1) Request to redeem secondary
capital. A request for approval to
redeem discounted secondary capital
may be submitted in writing at any time,
must specify the increment(s) to be
redeemed and the schedule for
redeeming all any part of each eligible
increment, and must demonstrate to the
satisfaction of the appropriate Regional
Director that:

(i) The LICU will have a post-
redemption net worth classification of
“adequately capitalized” under part 702
of this chapter;

(ii) The discounted secondary capital
has been on deposit at least two years;

(iii) The discounted secondary capital
will not be needed to cover losses prior
to final maturity of the account;

(iv) The LICU’s books and records are
current and reconciled;

(v) The proposed redemption will not
jeopardize other current sources of
funding, if any, to the LICU; and

(vi) The request to redeem is
authorized by resolution of the LICU’s
board of directors.

(2) Decision on request. A request to
redeem discounted secondary capital
may be granted in whole or in part. If
a LICU is not notified within 45 days of
receipt of a request for approval to
redeem secondary capital that its
request is either granted or denied, the
LICU may proceed to redeem secondary
capital accounts as proposed.

(3) Schedule for redeeming secondary
capital.

Redemption

. . limit as per-

Remaining maturity cent of origi-

nal balance

Four to less than five years ...... 20
Three to less than four years ... 40
Two to less than three years .... 60
One to less than two years ...... 80

Appendix to § 701.34

A LICU that is authorized to accept
uninsured secondary capital accounts and
each investor in such an account shall
execute and date the following ‘“Disclosure
and Acknowledgment” form, a signed
original of which must be retained by the
credit union:

Disclosure and Acknowledgment

[Name of CU] and [Name of investor]
hereby acknowledge and agree that [Name of
investor| has committed [amount of funds] to
a secondary capital account with [name of
credit union] under the following terms and
conditions:

1. Term. The funds committed to the
secondary capital account are committed for
a period of years.

2. Redemption prior to maturity. Subject to
the conditions set forth in 12 CFR 701.34, the
funds committed to the secondary capital
account are redeemable prior to maturity
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only at the option of the LICU and only with
the prior approval of the appropriate regional
director.

3. Uninsured, non-share account. The
secondary capital account is not a share
account and the funds committed to the
secondary capital account are not insured by
the National Credit Union Share Insurance
Fund or any other governmental or private
entity.

4. Prepayment risk. Redemption of U.S.C.
prior to the account’s original maturity date
may expose the account investor to the risk
of being unable to reinvest the repaid funds
at the same rate of interest for the balance of
the period remaining until the original
maturity date. The investor acknowledges
that it understands and assumes
responsibility for prepayment risk associated
with the [name of credit union]’s redemption
of the investor’s U.S.C. account prior to the
original maturity date.

5. Availability to cover losses. The funds
committed to the secondary capital account
and any interest paid into the account may
be used by [name of credit union] to cover
any and all operating losses that exceed the
credit union’s net worth exclusive of
allowance accounts for loan losses, and in
the event the funds are so used, (name of
credit union) will under no circumstances
restore or replenish those funds to [name of
institutional investor]. Dividends are not
considered operating losses and are not
eligible to be paid out of secondary capital.

6. Accrued interest. By initialing below,
[name of credit union] and [name of
institutional investor] agree that accrued
interest will be:

_ Paid into and become part of the
secondary capital account;
Paid directly to the investor;

___ Paid into a separate account from which
the investor may make withdrawals; or

_Any combination of the above provided
the details are specified and agreed to in
writing.

7. Subordination of claims. In the event of
liquidation of [name of credit union], the
funds committed to the secondary capital
account will be subordinate to all other
claims on the assets of the credit union,
including claims of member shareholders,
creditors and the National Credit Union
Share Insurance Fund.

8. Prompt Corrective Action. Under certain
net worth classifications (see 12 CFR
702.204(b)(11), 702.304(b) and 702.305(b), as
the case may be), the NCUA Board may
prohibit [name of credit union] from paying
principal, dividends or interest on its
uninsured secondary capital accounts
established after August 7, 2000, except that
unpaid dividends or interest will continue to
accrue under the terms of the account to the
extent permitted by law.

ACKNOWLEDGED AND AGREED TO this __

day of [month and year] by:

[name of investor’s official]

[title of official]

[name of investor]

[address and phone number of investor]
[investor’s tax identification number]

[name of credit union official]
[title of official]

PART 741—REQUIREMENTS FOR
INSURANCE

m 1. The authority citation for part 741
continues to read as follows:

Authority: 12 U.S.C. 1757, 1766, 1781—
1790, and 1790d. Section 741.4 is also
authorized by 31 U.S.C. 3717.

m 2. Amend § 741.204 as follows:

m a. Remove from paragraph (c) the
citation “§ 701.34” wherever it appears
and add in its place the citation
“§701.34(b)(1)”;

m b. Revise the second sentence of
paragraph (c) and add a new third
sentence to read as set forth below; and

m c. Add new paragraph (d) to read as
set forth below:

§741.204 Maximum public unit and
nonmember accounts, and low income
designation.

* * * * *

(c) * * * State chartered federally
insured credit unions offering secondary
capital accounts must submit the plan
required by § 701.34(B)(1) to both the
state supervisory authority and the
NCUA Regional Director for approval.
The state supervisory authority must
approve or disapprove the plan with the
concurrence of the appropriate NCUA
Regional Director.

(d) Redeem secondary capital
accounts only in accordance with the
terms and conditions authorized for
federal credit unions pursuant to
§701.34(d) of this chapter and to the
extent not inconsistent with applicable
state law and regulation. State chartered
federally insured credit unions seeking
to redeem secondary capital accounts
must submit the request required by
§701.34(d)(1) to both the state
supervisory authority and the NCUA
Regional Director. The state supervisory
authority must grant or deny the request
with the concurrence of the appropriate
NCUA Regional Director.

[FR Doc. 06—-686 Filed 1-25-06; 8:45 am]
BILLING CODE 7535-01-P

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 71

[Docket No. FAA—-2005-20643; Airspace
Docket No. 05-AAL-13]

Establishment of Class D Airspace;
and Revision of Class E Airspace; Big
Delta, Allen Army Airfield, Fort Greely,
AK

AGENCY: Federal Aviation
Administration (FAA), DOT.

ACTION: Final rule; correction.

SUMMARY: This action corrects an error
in the airspace description contained in
a Final Rule that was published in the
Federal Register on Thursday,
September 22, 2005 (70 FR 55531).
Airspace Docket No. 05—~AAL-13.
EFFECTIVE DATE: February 27, 2006.
FOR FURTHER INFORMATION CONTACT:
Derril Bergt, AFSAO, Federal Aviation
Administration, 222 West 7th Avenue,
Box 14, Anchorage, AK 99513-7587;
telephone number (907) 271-2796; fax:
(907) 271-2850; e-mail:
derril.bergt@faa.gov. Internet address:
http://www.alaska.faa.gov/at.
SUPPLEMENTARY INFORMATION:

History

Federal Register Document FAA—
2005-20643, FR Doc. 05-18931,
published on Thursday, September 22,
2005 (70 FR 55531), established Class D
airspace at Big Delta, Allen Army
Airfield, AK. An error was discovered in
the airspace description that
misidentified a highway name in the
description of an area excluded from the
Class D Airspace. This action corrects
that error.

Correction to Final Rule

Accordingly, pursuant to the
authority delegated to me, the airspace
description of the Class D airspace
published in the Federal Register,
Thursday, September 22, 2005 (70 FR
55531), (FR Doc 05—-18931), page 55533,
column 1) is corrected as follows:

§71.1 [Corrected]

* * * * *

AAL AKD Big Delta, AK [Corrected]

Big Delta, Allen AAF, AK

(Lat. 63°59°40” N., long. 145°43'18” W.)
Big Delta VORTAC

(Lat. 64°00°16” N., long. 145°43'02” W.)
Delta Junction Airport

(Lat. 64°03’02” N., long. 145°43'02” W.)

That airspace extending upward from the
surface to and including 3,800 feet MSL
within a 6.3-mile radius of the Allen AAF;
excluding the portion within the boundary of
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restricted area 2202A, and excluding that
portion at and below 700 feet above ground
level from a point one-half mile south of the
Delta Junction Airport (D66) extending via
the 090° bearing to 1 mile east of the
Richardson Highway and via the 270 bearing
to 1 mile west of the Delta River; thence
northwest parallel to the Richardson
Highway and the Delta River, to the
boundary of Class D airspace.

* * * * *

Issued in Anchorage, AK, on January 13,
2006.

Anthony M. Wylie,

Manager, Safety, Area Flight Service
Operations.

[FR Doc. 06-728 Filed 1-25-06; 8:45 am]|
BILLING CODE 4910-13-P

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 71

[Docket No. FAA-2005—-22855; Airspace
Docket No. 05-AAL-35]
Establishment of Class E Airspace;
Chignik, AK

AGENCY: Federal Aviation
Administration (FAA), DOT.
ACTION: Final rule.

SUMMARY: This action creates Class E
airspace at Chignik, AK to provide
adequate controlled airspace to contain
aircraft executing a new Standard
Instrument Approach Procedure (SIAP)
at the airport. This rule results in new
Class E airspace upward from 700 ft.
and 1,200 ft. above the surface at the
Chignik Airport, Chignik AK.
EFFECTIVE DATE: 0901 UTC, April 13,
2006.

FOR FURTHER INFORMATION CONTACT: Gary
Rolf, AAL-538G, Federal Aviation
Administration, 222 West 7th Avenue,
Box 14, Anchorage, AK 99513-7587;
telephone number (907) 271-5898; fax:
(907) 271-2850; e-mail:
gary.ctr.rolf@faa.gov. Internet address:
http://www.alaska.faa.gov/at.
SUPPLEMENTARY INFORMATION:

History

On Thursday, November 17, 2005, the
FAA proposed to amend part 71 of the
Federal Aviation Regulations (14 CFR
part 71) to modify Class E airspace
upward from 700 ft. and 1,200 ft. above
the surface at Chignik, AK (70 FR
69711). The action was proposed in
order to create Class E airspace
sufficient in size to contain aircraft
while executing one new SIAP for the
Chignik Airport. The new approach is
the Area Navigation (Global Positioning

System) (RNAV (GPS)) Runway (RWY)
02, original. Class E controlled airspace
extending upward from 700 ft. and
1,200 ft. above the surface in the
Chignik Airport area is created by this
action. The NPRM listed the runway
designation incorrectly as runway 01.
The correct runway designation is
runway 02. Airspace more than 12
Nautical Miles (NM) from the shoreline
will be excluded from this action. That
controlled airspace outside 12 NM from
the shoreline within 72.8 NM of the
airport will be created in coordination
with HQ FAA ATA—400 by modifying
existing Offshore Airspace Areas in
accordance with FAA Order 7400.2.
That NPRM is currently published as
Docket # FAA-2005-22024, 05-AL-38.
Interested parties were invited to
participate in this rulemaking
proceeding by submitting written
comments on the proposal to the FAA.
No public comments have been
received; thus the rule is adopted as
proposed.

The area will be depicted on
aeronautical charts for pilot reference.
The coordinates for this airspace docket
are based on North American Datum 83.
The Class E airspace areas designated as
700/1,200 ft. transition areas are
published in paragraph 6005 of FAA
Order 7400.9N, Airspace Designations
and Reporting Points, dated September
1, 2005, and effective September 15,
2005, which is incorporated by
reference in 14 CFR 71.1. The Class E
airspace designation listed in this
document will be published
subsequently in the Order.

The Rule

This amendment to 14 CFR part 71
creates Class E airspace at Chignik,
Alaska. This Class E airspace is created
to accommodate aircraft executing one
new SIAP and will be depicted on
aeronautical charts for pilot reference.
The intended effect of this rule is to
provide adequate controlled airspace for
Instrument Flight Rule (IFR) operations
at Chignik Airport, Chignik, Alaska.

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are
necessary to keep them operationally
current. It, therefore—(1) is not a
“significant regulatory action” under
Executive Order 12866; (2) is not a
“significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034; February 26, 1979); and (3)
does not warrant preparation of a
regulatory evaluation as the anticipated
impact is so minimal. Since this is a
routine matter that will only affect air
traffic procedures and air navigation, it

is certified that this rule will not have
a significant economic impact on a
substantial number of small entities
under the criteria of the Regulatory
Flexibility Act.

The FAA’s authority to issue rules
regarding aviation safety is found in
Title 49 of the United States Code.
Subtitle 1, Section 106 describes the
authority of the FAA Administrator.
Subtitle VII, Aviation Programs,
describes in more detail the scope of the
agency’s authority.

This rulemaking is promulgated
under the authority described in
Subtitle VII, Part A, Subpart 1, Section
40103, Sovereignty and use of airspace.
Under that section, the FAA is charged
with prescribing regulations to ensure
the safe and efficient use of the
navigable airspace. This regulation is
within the scope of that authority
because it creates Class E airspace
sufficient in size to contain aircraft
executing the instrument procedure for
the Chignik Airport and represents the
FAA'’s continuing effort to safely and
efficiently use the navigable airspace.

List of Subjects in 14 CFR Part 71

Airspace, Incorporation by reference,
Navigation (air).

Adoption of the Amendment

m In consideration of the foregoing, the
Federal Aviation Administration
amends 14 CFR part 71 as follows:

PART 71—DESIGNATION OF CLASS A,
CLASS B, CLASS C, CLASS D, AND
CLASS E AIRSPACE AREAS;
AIRWAYS; ROUTES; AND REPORTING
POINTS

m 1. The authority citation for 14 CFR
part 71 continues to read as follows:

Authority: 49 U.S.C. 106(g), 40103, 40113,
40120; E.O. 10854, 24 FR 9565, 3 CFR, 1959—
1963 Comp., p. 389.

§71.1 [Amended]

m 2. The incorporation by reference in
14 CFR 71.1 of Federal Aviation
Administration Order 7400.9N,
Airspace Designations and Reporting
Points, dated September 1, 2005, and
effective September 15, 2005, is

amended as follows:
* * * * *

Paragraph 6005 Class E airspace extending
upward from 700 feet or more above the
surface of the earth.

* * * * *

AAL AKE5 Chignik, AK [New]
Chignik Airport, AK
(Lat. 56°18’41” N., long. 158°2224” W.)

That airspace extending upward from 700
feet above the surface within a 6.3-mile
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radius of the Chignik Airport and that
airspace extending upward from 1,200 feet
above the surface within a 72.8-mile radius
of the Chignik Airport, excluding that
airspace more than 12 nautical miles from
the shoreline.

* * * * *

Issued in Anchorage, AK, on January 13,
2006.

Anthony M. Wylie,

Manager, Safety, Area Flight Service
Operations.

[FR Doc. 06—729 Filed 1-25-06; 8:45 am]
BILLING CODE 4910-13-P

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 71

[Docket No. FAA-2006—23545; Airspace
Docket No. 06-ACE-1]

Modification of Class E Airspace;
Gothenburg, Quinn Field, NE

AGENCY: Federal Aviation
Administration (FAA), DOT.

ACTION: Direct final rule; request for
comments.

SUMMARY: This action modifies the Class
E airspace at Gothenburg Quinn Field,
NE. The FAA has developed Area
Navigation (RNAV) Global Positioning
System (GPS) Standard Instrument
Approach Procedures (SIAP) to
Runways (RWY) 3 and 21 at
Gothenburg, Quinn Field, NE.
Additional controlled airspace
extending upward from 700 feet Above
Ground Level (AGL) is needed to
accommodate the SIAPs.

The intended effect of this rule is to
provide controlled Class E airspace for
aircraft executing the SIAPs and to
segregate aircraft using instrument
approach procedures in instrument
conditions from aircraft operating in
visual conditions.

DATES: This direct final rule is effective
on 0901 UTC, June 8, 2006. Comments
for inclusion in the Rules Docket must
be received on or before March 1, 2006.
ADDRESSES: Send comments on this
proposal to the Docket Management
System, U.S. Department of
Transportation, Room Plaza 401, 400
Seventh Street, SW., Washington, DC
20590-0001. You must identify the
docket number FAA-2006-23545/
Airspace Docket No. 06—ACE-1, at the
beginning of your comments. You may
also submit comments on the Internet at
http://dms.dot.gov. You may review the
public docket containing the proposal,
any comments received, and any final
disposition in person in the Dockets

Office between 9 a.m. and 5 p.m.,
Monday through Friday, except Federal
holidays. The Docket Office (telephone
1-800-647-5527) is on the plaza level
of the Department of Transportation
NASSIF Building at the above address.

FOR FURTHER INFORMATION CONTACT:
Brenda Mumper, Air Traffic Division,
Airspace Branch, ACE-520A, DOT
Regional Headquarters Building, Federal
Aviation Administration, 901 Locust,
Kansas City, MO 64106; telephone:

(816) 329-2524.

SUPPLEMENTARY INFORMATION: This
amendment to 14 CFR part 71 modifies
the Class E airspace beginning at 700
feet above the surface at Gothenburg,
Quinn Field, NE to contain Instrument
Flight Rule (IFR) operations in
controlled airspace. The area will be
depicted on appropriate aeronautical
charts. Class E airspace areas are
published in Paragraph 6005 of FAA
Order 7400.9N, Airspace Designation
and Reporting Points, dated September
1, 2005, and effective September 16,
2005, which is incorporated by
reference in 14 CFR 71.1. The Class E
airspace designations listed in this
document will be published
subsequently in the Order.

The Direct Final Rule Procedure

The FAA anticipates that this
regulation will not result in adverse or
negative comment and, therefore, is
issuing it as a direct final rule. Previous
actions of this nature have not been
controversial and have not resulted in
adverse comments or objections. Unless
a written adverse or negative comment,
or a written notice of intent to submit
an adverse or negative comment is
received within the comment period,
the regulation will become effective on
the date specified above. After the close
of the comment period, the FAA will
publish a document in the Federal
Register indicating that no adverse or
negative comments were received and
confirming the date on which the final
rule will become effective. If the FAA
does receive, within the comment
period, an adverse or negative comment,
or written notice of intent to submit
such a comment, a document
withdrawing the direct final rule will be
published in the Federal Register, and
a notice of proposed rulemaking may be
published with a new comment period.

Comments Invited

Interested parties are invited to
participate in this rulemaking by
submitting such written data, views, or
arguments, as they may desire.
Comments that provide the factual basis
supporting the views and suggestions

presented are particularly helpful in
developing reasoned regulatory
decisions on the proposal. Comments
are specifically invited on the overall
regulatory, aeronautical, economic,
environmental, and energy-related
aspects of the proposal.
Communications should identify both
docket numbers and be submitted in
triplicate to the address listed above.
Commenters wishing the FAA to
acknowledge receipt of their comments
on this notice must submit with those
comments a self-addressed, stamped
postcard on which the following
statement is made: “Comments to
Docket No. FAA-2006—23545/Airspace
Docket No. 06—ACE—-1.”” The postcard
will be date/time stamped and returned
to the commenter.

Agency Findings

The regulations adopted herein will
not have a substantial direct effect on
the States, on the relationship between
the national Government and the States,
or on the distribution of power
responsibilities among the various
levels of government. Therefore, it is
determined that this final rule does not
have federalism implications under
Executive Order 13132.

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are
necessary to keep them operationally
current. Therefore, this regulation—(1)
is not a “‘significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034; February 26, 2579); and (3)
does not warrant preparation of a
Regulatory Evaluation as the anticipated
impact is so minimal. Since this is a
routine matter that will only affect air
traffic procedures and air navigation, it
is certified that this rule, when
promulgated, will not have a significant
economic impact on a substantial
number of small entities under the
criteria of the Regulatory Flexibility Act.

This rulemaking is promulgated
under the authority described in subtitle
VII, part A, subpart I, section 40103.
Under that section, the FAA is charged
with prescribing regulations to assign
the use of the airspace necessary to
ensure the safety of aircraft and the
efficient use of airspace. This regulation
is within the scope of that authority
since it contains aircraft executing
instrument approach procedures to
Gothenburg, Quinn Field, NE.

List of Subjects in 14 CFR Part 71

Airspace, Incorporation by reference,
Navigation (air).
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Adoption of the Amendment

m Accordingly, the Federal Aviation
Administration amends 14 CFR part 71
as follows:

PART 71—DESIGNATION OF CLASS A,
CLASS B, CLASS C, CLASS D, AND
CLASS E AIRSPACE AREAS;
AIRWAYS; ROUTES; AND REPORTING
POINTS

m 1. The authority citation for part 71
continues to read as follows:

Authority: 49 U.S.C. 106(g), 40103, 40113,
40120; E.O. 10854, 25 FR 9565, 3 CFR, 2559—
2563 Comp., p. 389.

§71.1 [Amended]

m 2. The incorporation by reference in
14 CFR 71.1 of Federal Aviation
Administration Order 7400.9N, dated
September 1, 2005, and effective
September 16, 2005, is amended as
follows:

Paragraph 6005 Class E airspace areas
extending upward from 700 feet or more
above the surface of the earth.

* * * * *

ACE NE E5 Gothenburg, NE

Gothenburg, Quinn Field, NE
(Lat. 40°55’35” N., long. 100°08"54” W.)
That airspace extending upward from 700
feet above the surface within an 8.4-mile
radius of Quinn Field and within 4 miles
each side of the 030° bearing from the airport
extending from the 8.4-mile radius to 11.1
miles northeast of the airport, and within 4
miles each side of the 218° bearing from the
airport extending from the 8.4-mile radius to
10.5 miles southwest of the airport.
* * * * *

Issued in Kansas City, MO, on January 10,
2006.

Paul J. Sheridan,

Area Director, Western Flight Services
Operations.

[FR Doc. 06—725 Filed 1-25—-06; 8:45 am|]
BILLING CODE 4910-13-M

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 97
[Docket No. 30475; Amdt. No. 3150]

Standard Instrument Approach
Procedures, Weather Takeoff
Minimums; Miscellaneous
Amendments

AGENCY: Federal Aviation
Administration (FAA), DOT.

ACTION: Final rule.

SUMMARY: This amendment establishes,
amends, suspends, or revokes Standard

Instrument Approach Procedures
(SIAPs) and/or Weather Takeoff
Minimums for operations at certain
airports. These regulatory actions are
needed because of the adoption of new
or revised criteria, or because of changes
occurring in the National Airspace
System, such as the commissioning of
new navigational facilities, addition of
new obstacles, or changes in air traffic
requirements. These changes are
designed to provide safe and efficient
use of the navigable airspace and to
promote safe flight operations under
instrument flight rules at the affected
airports.

DATES: This rule is effective January 26,
2006. The compliance date for each
SIAP and/or Weather Takeoff
Minimums is specified in the
amendatory provisions.

The incorporation by reference of
certain publications listed in the
regulations is approved by the Director
of the Federal Register as of January 26,
2006.

ADDRESSES: Availability of matters
incorporated by reference in the
amendment is as follows:

For Examination:

1. FAA Rules Docket, FAA
Headquarters Building, 800
Independence Avenue, SW.,
Washington, DC 20591;

2. The FAA Regional Office of the
region in which the affected airport is
located;

3. The National Flight Procedures
Office, 6500 South MacArthur Blvd.,
Oklahoma City, OK 73169 or,

4. The National Archives and Records
Administration (NARA). For
information on the availability of this
material at NARA, call 202-741-6030,
or go to: http://www.archives.gov/
federal_register/
code_of _federal_regulations/
ibr_locations.html.

For Purchase: Individual SIAP and
Weather Takeoff Minimums copies may
be obtained from:

1. FAA Public Inquiry Center (APA—
200), FAA Headquarters Building, 800
Independence Avenue, SW.,
Washington, DC 20591; or

2. The FAA Regional Office of the
region in which the affected airport is
located.

By Subscription: Copies of all SIAPs
and Weather Takeoff Minimums mailed
once every 2 weeks, are for sale by the
Superintendent of Documents, U.S.
Government Printing Office,
Washington, DC 20402.

FOR FURTHER INFORMATION CONTACT:
Donald P. Pate, Flight Procedure
Standards Branch (AFS—420), Flight
Technologies and Programs Division,

Flight Standards Service, Federal
Aviation Administration, Mike
Monroney Aeronautical Center, 6500
South MacArthur Blvd. Oklahoma City,
OK. 73169 (Mail Address: P.O. Box
25082 Oklahoma City, OK. 73125)
telephone: (405) 954—4164.

SUPPLEMENTARY INFORMATION: This
amendment to Title 14 of the Code of
Federal Regulations, part 97 (14 CFR
part 97), establishes, amends, suspends,
or revokes SIAPs and/or Weather
Takeoff Minimums. The complete
regulatory description of each SIAP
and/or Weather Takeoff Minimums is
contained in official FAA form
documents which are incorporated by
reference in this amendment under 5
U.S.C. 552(a), 1 CFR part 51, and 14
CFR part 97.20. The applicable FAA
Forms are identified as FAA Forms
8260-3, 8260—4, 8260-5 and 8260—15A.
Materials incorporated by reference are
available for examination or purchase as
stated above.

The large number of SIAPs and/or
Weather Takeoff Minimums, their
complex nature, and the need for a
special format make their verbatim
publication in the Federal Register
expensive and impractical. Further,
airmen do not use the regulatory text of
the SIAPs and/or Weather Takeoff
Minimums but refer to their depiction
on charts printed by publishers of
aeronautical materials. Thus, the
advantages of incorporation by reference
are realized and publication of the
complete description of each SIAP and/
or Weather Takeoff Minimums
contained in FAA form documents is
unnecessary. The provisions of this
amendment state the affected CFR
sections, with the types and effective
dates of the SIAPs and/or Weather
Takeoff Minimums. This amendment
also identifies the airport, its location,
the procedure identification and the
amendment number.

The Rule

This amendment to 14 CFR part 97 is
effective upon publication of each
separate SIAP and/or Weather Takeoff
Minimums as contained in the
transmittal. Some SIAP and/or Weather
Takeoff Minimums amendments may
have been previously issued by the FAA
in a Flight Data Center (FDC) Notice to
Airmen (NOTAM) as an emergency
action of immediate flight safety relating
directly to published aeronautical
charts. The circumstances which
created the need for some SIAP, and/or
Weather Takeoff Minimums
amendments may require making them
effective in less than 30 days. For the
remaining SIAPs and/or Weather
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Takeoff Minimums, an effective date at
least 30 days after publication is
provided.

Further, the SIAPs and/or Weather
Takeoff Minimums contained in this
amendment are based on the criteria
contained in the U.S. Standard for
Terminal Instrument Procedures
(TERPS). In developing these SIAPs
and/or Weather Takeoff Minimums, the
TERPS criteria were applied to the
conditions existing or anticipated at the
affected airports. Because of the close
and immediate relationship between
these SIAPs and/or Weather Takeoff
Minimums and safety in air commerce,
I find that notice and public procedure
before adopting these SIAPs and/or
Weather Takeoff Minimums are
impracticable and contrary to the public
interest and, where applicable, that
good cause exists for making some
SIAPs and/or Weather Takeoff
Minimums effective in less than 30
days.

Conclusion

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are
necessary to keep them operationally
current. It, therefore—(1) Is not a
“significant regulatory action” under
Executive Order 12866; (2) is not a
“significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034; February 26, 1979); and (3)
does not warrant preparation of a
regulatory evaluation as the anticipated
impact is so minimal. For the same
reason, the FAA certifies that this
amendment will not have a significant
economic impact on a substantial
number of small entities under the
criteria of the Regulatory Flexibility Act.

List of Subjects in 14 CFR Part 97

Air Traffic Control, Airports,
Incorporation by reference, and
Navigation (Air).

Issued in Washington, DC on January 13,
2006.

James J. Ballough,
Director, Flight Standards Service.

Adoption of the Amendment

m Accordingly, pursuant to the authority
delegated to me, under Title 14, Code of
Federal Regulations, part 97 (14 CFR
part 97) is amended by establishing,
amending, suspending, or revoking
Standard Instrument Approach
Procedures and Weather Takeoff
Minimums effective at 0901 UTC on the
dates specified, as follows:

PART 97—STANDARD INSTRUMENT
APPROACH PROCEDURES

m 1. The authority citation for part 97
continues to read as follows:

Authority: 49 U.S.C. 106(g), 40103, 40106,
40113, 40114, 40120, 44502, 44514, 44701,
44719, 44721-44722.

m 2. Part 97 is amended to read as
follows:

* * * Effective 16 February 2006

Chicago, IL, Chicago Midway Intl, RNAV
(RNP) Y RWY 13C, Orig

Chicago, IL, Chicago Midway Intl, RNAV
(RNP) Y RWY 22L, Orig

Kansas City, MO, Charles B. Wheeler
Downtown, RNAV (GPS) RWY 3, Orig

Kansas City, MO, Charles B. Wheeler
Downtown, RNAV (GPS) RWY 21, Orig

Kansas City, MO, Charles B. Wheeler
Downtown, ILS OR LOC RWY 3, Amdt 2

Kansas City, MO, Charles B. Wheeler
Downtown, VOR RWY 3, Amdt 17

Kansas City, MO, Charles B. Wheeler
Downtown, VOR RWY 21, Amdt 13

Allentown, PA, Lehigh Valley International,
ILS OR LOC/DME RWY 24, Orig

Allentown, PA, Lehigh Valley International,
LOC BCRWY 24, Amdt 20A, CANCELLED

Lancaster, PA, Lancaster, ILS OR LOC RWY
8, Orig

Lancaster, PA, Lancaster, LOC RWY 8, Orig,
CANCELLED

* * * Effective 13 April 2006

Peru, IL, Illinois Valley Rgnl-Walter A.
Duncan Field, RNAV (GPS) RWY 18, Orig

Peru, IL, Illinois Valley Rgnl-Walter A.
Duncan Field, RNAV (GPS) RWY 36, Orig

Peru, IL, Illinois Valley Rgnl-Walter A.
Duncan Field, LOC RWY 36, Amdt 3

Peru, IL, Illinois Valley Rgnl-Walter A.
Duncan Field, Takeoff Minimums and
Textual Departure Procedure, Orig

Greensburg, IN, Greensburg-Decatur County,
RNAV (GPS) RWY 36, Orig

Greensburg, IN, Greensburg-Decatur County,
VOR-A, Amdt 2B

Dickinson, ND, Dickinson-Theodore
Roosevelt Regional, VOR-A, Amdt 6

Minot, ND, Minot Intl, RNAV (GPS) RWY 13,
Amdt 1

Minot, ND, Minot Intl, RNAV (GPS) RWY 31,
Amdt 1

Minot, ND, Minot Intl, ILS OR LOC RWY 31,
Amdt 10

Minot, ND, Minot Intl, LOC/DME BC RWY
13, Amdt 8

Minot, ND, Minot Intl, Takeoff Minimums
and Textual Departure Procedures, Amdt 3
The FAA published Amendments in

Docket No. 30471 Amdt No. 3146 to Part 97

of the Federal Aviation Regulations (Vol 70,

FR No. 247, page 76395, dated December 27,

2005) Under Section 97.29 effective 16

February 2006, which is hereby corrected to

read as follows:

Ballinger, TX, Bruce Field, RNAV (GPS)
RWY 35, Orig

Ballinger, TX, Bruce Field, GPS RWY 35,
Orig, CANCELLED
The procedures were incorrectly published

in TL 06—02 as follows

Ballinger, TX, Ballinger Field, RNAV (GPS)
RWY 35, Orig

Ballinger, TX, Ballinger Field, GPS RWY 35,
Orig, CANCELLED

[FR Doc. 06—-739 Filed 1-25-06; 8:45 am|
BILLING CODE 4910-13-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240

Trusts

CFR Correction

In Title 17 of the Code of Federal
Regulations, Part 240 to end, on page
421, in § 240.16a—8 paragraphs (a)(1)(i),
(ii), (A), and (B) are removed.

[FR Doc. 06-55503 Filed 1-25-06; 8:45 am]
BILLING CODE 1505-01-D

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240

Schedule 14A—Information Required
in Proxy Statement

CFR Correction

In Title 17 of the Code of Federal
Regulations, part 240 to end, revised as
of April 1, 2005, on page 216, in
§ 240.14a-101, Item 10, paragraph (c)
and Instruction 1 to paragraph (c), is
moved to the second column before the
undesignated heading Instructions.

[FR Doc. 06-55504 Filed 1-25—-06; 8:45 am]
BILLING CODE 1505-01-D

DEPARTMENT OF ENERGY

Federal Energy Regulatory
Commission

18 CFR Part 1c
[Docket No. RM06—3—-000; Order No. 670]

Prohibition of Energy Market
Manipulation

Issued January 19, 2006.
AGENCY: Federal Energy Regulatory
Commission.

ACTION: Final rule.

SUMMARY: In this Final Rule, pursuant to
Title III, Subtitle B, and Title XII,
Subtitle G of the Energy Policy Act of
2005, the Federal Energy Regulatory
Commission (Commission) is amending
its regulations to implement new
section 4A of the Natural Gas Act and
new section 222 of the Federal Power
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Act, prohibiting the employment of Energy Regulatory Commission, 888 Washington, DC 20426. (202) 502—

manipulative or deceptive devices or First Street, NE., Washington, DC 8133. Frank.Karabetsos@ferc.gov.

contrivances. 20426. (?O?) 502—-8273. SUPPLEMENTARY INFORMATION:

DATES: Effective Date: January 26, 2006. Mark.Higgins@ferc.gov.

FOR FURTHER INFORMATION CONTACT: Frank Karabetsos, Office of General Table of Contents

Mark Higgins, Office of Market Counsel, Federal Energy Regulatory
Oversight and Investigations, Federal Commission, 888 First Street, NE.,
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Appendix: Parties Filing Initial and Reply Comments and Acronyms.

Before Commissioners: Joseph T. Kelliher, prohibit energy market manipulation.? the statutes by the Energy Policy Act of
Chairman; Nora Mead Brownell, and Pursuant to section 4A of the Natural 2005 (EPAct 2005),4 the Commission
Suedeen G. Kelly. Gas Act (NGA) 2 and section 222 of the  proposed to add a Part 159 under

. Federal Power Act (FPA),3 as addedto ~ Subchapter E and a Part 47 under

I Introduction Subchapter B to Title 18 of the Code of
1. On October 20, 2005, the 1 Prohibition of Energy Market Manipulation, 113 Federal Regulations. Under the

Commission issued a Notice of FERC {61,067 (2005); 70 FR 61930, October 27, proposed regulations, it would be

Proposed Rulemaking (NOPR) to 2005. _

215 U.S.C. 717 et al. (2000). 4Energy Policy Act of 2005, Pub. L. No. 109-58,

316 U.S.C. 791a et al. (2000). 119 Stat. 594 (2005), 315 and 1283, respectively.
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unlawful for any entity, directly or
indirectly, in connection with the
purchase or sale of natural gas or the
purchase or sale of transportation
services subject to the jurisdiction of the
Commission, or in connection with the
purchase or sale of electric energy or the
purchase or sale of transmission
services subject to the jurisdiction of the
Commission, (1) to use or employ any
device, scheme, or artifice to defraud,
(2) to make any untrue statement of a
material fact or to omit to state a
material fact necessary in order to make
the statements made, in the light of the
circumstances under which they were
made, not misleading, or (3) to engage
in any act, practice, or course of
business that operates or would operate
as a fraud or deceit upon any person.

2. In the NOPR, the Commission
stated that sections 315 and 1283 of
EPAct 2005 “apply to the conduct of
‘any entity,” not just jurisdictional
market-based rate sellers, natural gas
pipelines, or holders of blanket
certificate authority,” and “includes not
only regulated utilities but also
governmental utilities and other market
participants.” 3 Furthermore, we stated
in the NOPR that sections 1c.1(a)(1)—(3)
and 1c.2(a)(1)—(3) of the proposed
regulations were patterned after the
Securities and Exchange Commission’s
(SEC) Rule 10b-5,6 and were “intended
to be interpreted consistent with
analogous SEC precedent that is
appropriate under the circumstances.” 7
Sections 1c.1(b) and 1c.2(b) of the
proposed regulations stated that nothing
in these provisions should be construed
to create a private right of action. The
Commission further noted, however,
that sections 1c.1(b) and 1c.2(b) were
not intended to take away any other
right that may otherwise exist.

3. Thirty parties filed comments and
nine parties filed reply comments.? In
response to the comments, and as
discussed more fully below, the
Commission, among other things:
clarifies the scope of application of the
final rule; addresses comments
pertaining to disclosure and sections
1c.1(a)(2)—(3) and 1c.2(a)(2)—(3) of the
final rule; discusses the elements of a
violation of the final rule; notes the
relationship of the final rule to the

5NOPR at 70 FR 61931.

617 CFR 240.10b-5 (2005).

7NOPR at 70 FR 61931. As explained in P 5,
supra, the regulations proposed to be placed in new
sections 159.1 and 47.1 will be new sections 1c.1
and 1c.2, respectively.

8 Entities filing intervening and reply comments
are listed in the Appendix to this final rule. The
abbreviations for such commenters are noted in the
Appendix. The Commission has accepted and
considered all comments filed, including late-filed
comments.

Market Behavior Rules 9; and deals with
a number of implementation issues,
such as the applicable statute of
limitations, affirmative defenses and
safe harbor provisions, and procedural
matters.

4. For the most part, the Commission
finds it unnecessary to change the
wording of the proposed regulatory text,
except in one respect: substituting
“entity” for “person” in sections
1c.1(a)(3) and 1c.2(a)(3) of the final rule.
However, we do provide certain
clarifications requested by several
commenters. In addition, we find that
some of the recommendations made by
commenters are more appropriately
addressed in the proceeding initiated in
Docket No. RM06-5-000, proposing to
repeal the codes of conduct for
unbundled sales service and for persons
holding blanket marketing certificates,
and in Docket No. EL06-16—-000,
proposing to repeal the Market Behavior
Rules, which are currently included in
all public utility sellers’ market-based
rate tariffs and authorizations.1©

5. Without a rule prohibiting
manipulative or deceptive conduct, the
language of EPAct 2005 sections 315
and 1283 does not, by itself, make any
particular act unlawful. As a result, this
final rule serves as the implementing
provision designed to prohibit
manipulation and fraud in the markets
the Commission is charged with
regulating. The final rule is not intended
to regulate negligent practices or
corporate mismanagement, but rather to
deter or punish fraud in wholesale
energy markets. In addition, to ease
references to the final rule, we have
determined to place the new regulations
in a new Part 1c of the Commission’s
general regulations, rather than
separately in new Parts 159 and 47 as
proposed in the NOPR. The regulatory
text of proposed sections 159.1 and 47.1
as identified herein will be new sections
1c.1 and 1c.2, respectively.

II. Background

6. On August 8, 2005, EPAct 2005
became law. Sections 315 and 1283 of

9 Investigation of Terms and Conditions of Public
Utility Market-Based Rate Authorizations, 105
FERC {61,218 (2003), reh’g denied, 107 FERC
161,175 (2004); Order No. 644, Amendment to
Blanket Sales Certificates, 68 FR 66323 (2003),
FERC Stats. & Regs. 131,153 (2003), reh’g denied,
107 FERC {61,174 (2004). The Market Behavior
Rules are currently on appeal. Cinergy Marketing &
Trading, L.P. v. FERC, Nos. 04-1168 et al. (DC Cir.,
appeal filed April 28, 2004).

10 Amendments to Codes of Conduct for
Unbundled Sales Service and for Persons Holding
Blanket Marketing Certificates, 70 FR 72090 (2005),
113 FERC {61,189 (2005); Investigation of Terms
and Conditions of Public Utility Market-Based Rate
Authorizations, 70 FR 71484 (2005), 113 FERC
161,190 (2005).

EPAct 2005, amending the NGA and the
FPA, respectively, are virtually
identical, and prohibit the use or
employment of manipulative or
deceptive devices or contrivances in
connection with the purchase or sale of
natural gas, electric energy, or
transportation or transmission services
subject to the jurisdiction of the
Commission. These anti-manipulation
sections of EPAct 2005 closely track the
prohibited conduct language in section
10(b) of the Securities Exchange Act of
1934,11 and specifically dictate that the
terms “manipulative or deceptive
device or contrivance” are to be used
““as those terms are used in section 10(b)
of the Securities Exchange Act of 1934.”

7. The SEC adopted Rule 10b-5,12
which implemented section 10(b) of the
Exchange Act. Since their promulgation,
a significant body of legal precedent
concerning section 10(b) of the
Exchange Act and Rule 10b-5 has
developed. Consistent with the mandate
that certain aspects of the Commission’s
new authority be exercised in a manner
consistent with section 10(b) of the
Exchange Act, consistent with Congress’
modeling sections 315 and 1283 of
EPAct 2005 on section 10(b) of the
Exchange Act, and as proposed in the
NOPR, the Commission has modeled the
final rule on Rule 10b—5. This approach
will benefit entities subject to the new
rule because there is a substantial body
of precedent applying the comparable
language of Rule 10b-5. In the course of
responding to various comments, we
will discuss the appropriate application
of analogous securities law precedent
that will inform the interpretation of the
final rule in the context of the NGA and
FPA.

III1. Discussion

8. The 30 initial comments and nine
reply comments on the NOPR are from
a diverse group of industry
stakeholders. Overwhelmingly,
commenters are supportive of our efforts
to implement well-developed, clear and
fair rules aimed at eliminating the
potential for fraud in wholesale energy
transactions. The comments identify a
number of issues: (1) The scope of
application of the Final Rule; (2) the
usefulness of securities law precedents
to the energy industry; (3) the disclosure
implications of the Final Rule; (4) the
elements that comprise a violation of
the Final Rule; (5) how the Final Rule
will interact with the Market Behavior
Rules; and (6) a variety of procedural
matters, including the appropriate

11 Securities Exchange Act of 1934, 15 U.S.C.
78j(b) (2000) (Exchange Act).
1217 CFR 240.10b-5 (2005).
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statute of limitations to apply to the
Final Rule. These issues and others that
were raised in comments are addressed
in the sections that follow.

A. Scope of Application of Regulations

1. Comments

9. Several commenters express views
on the appropriate scope of the
proposed anti-manipulation
regulations.?3 Commenters ask the
Commission to clarify the meaning of
“any entity” and ‘“‘subject to the
jurisdiction of the Commission” as these
statutory terms apply to the proposed
regulations. For example, the Midwest
ISO supports broad application of the
proposed regulations to any entity as
opposed to “limiting the application of
the regulations to FERC jurisdictional
parties.” 14 Likewise, NASUCA reads
the proposed regulations as applying to
all entities, “not just jurisdictional
market-based rate sellers, natural gas
pipelines, or holders of blanket
certificate authority.” 15 AGA asks the
Commission to clarify that “any entity”
means that the proposed regulations
extend beyond Order No. 644 regulation
of jurisdictional market-based rate
sellers, natural gas pipelines, or holders
of blanket certificate authority. This is
necessary, AGA asserts, to ensure the
rules will have the “intended effective
impact on the market place for natural
gas sales.”” 16

10. Two commenters specifically
address whether the proposed
regulations apply to “first sales” 17 of
natural gas. APGA, noting that first sales
represent a substantial part of the
wholesale natural gas market, argues
that the phrase “subject to the
jurisdiction of the Commission”” in NGA
section 4A must be read to apply only
to “the purchase or sale of
transportation services” and not to the
preceding clause “purchase or sale of

13 See, e.g., AGA at 4-5; APGA at 10; APPA at 3—
4; AOPL at 2; BP at 1-2; Cinergy at 8; EEI at 25—

26; Indicated Market Participants at 8; Midwest ISO
at 4; NARUC Reply at 3—5; SCANA at 3; SUEZ at
6-11.

14 Midwest ISO at 4.

15 NASUCA at 3.

16 AGA at 4.

17 “First sales” are certain wholesale sales of
natural gas removed from the Commission’s
jurisdiction by the Natural Gas Policy Act of 1978
(NGPA) and the Wellhead Decontrol Act of 1989.
Accordingly, the only sales of natural gas that the
Commission currently has jurisdiction to regulate
are sales for resale of domestic gas by pipelines,
local distribution companies (LDCs), or their
affiliates so long as they do not produce the gas that
they sell, and sales for resale of natural gas
previously purchased and sold by an interstate
pipeline, LDC or retail customer. See Dan Diego Gas
and Electric Company, 101 FERC { 61,161 at P 10
(2002); Reporting of Natural Gas Sales to the
California Market, 96 FERC & 61,119 at 61,463,
reh’g denied, 97 FERC { 61,029 (2001).

natural gas.” 18 SUEZ, however, argues
that “subject to the jurisdiction of the
Commission” applies to purchases and
sales as well as to transportation
services. SUEZ maintains that “any
entity”” does not include entities
engaged in non-jurisdictional
transactions such as first sales, sales of
LNG, or retail sales, but is intended only
to bring certain governmental entities
otherwise excluded from FPA
jurisdiction under the umbrella of the
proposed regulations.19

11. APPA and NARUC also urge the
Commission to construe the phrase
“subject to the Commission’s
jurisdiction” to modify both the
purchase or sale of electric energy and
the purchase or sale of transmission
services. By doing so, APPA and
NARUC argue, the Commission will
make clear the regulation does not apply
to retail sales or purchases and thus will
avoid overlap with state and local
jurisdiction.2° In reply comments,
Cinergy argues that regardless of the
parsing of the statutory language, the
manipulation authority falls within the
existing scope of the FPA and NGA, and
that nothing in the scope of these
statutes suggests that retail sales are in
any way subject to the Commission’s
authority.2® Likewise, EEI argues that
the FPA is limited to wholesale markets,
and that matters subject to state
regulation are excluded from the reach
of the Commission.22

12. NGSA asserts that EPAct 2005
does not open the door to regulation of
non-jurisdictional sales even if they are
subject to the anti-manipulation rules.
NGSA acknowledges that the statutory
provisions expand the Commission’s
authority to prevent market
manipulation, but cautions that nothing
in the statute grants the Commission
any rate or certificate jurisdiction over
deregulated first sales of natural gas.23

13. Other commenters address the
meaning of “any entity” in the context
of FPA sections 201(f) and 211A. PG&E
argues that it is crucial that the
Commission’s authority to prohibit
manipulation extend to all entities
involved in the market. Noting the
specific reference to entities described
in FPA section 201(f), PG&E states that
the proposed regulations should apply
to all municipalities and other
governmental agencies.?# EEI also states
that the proposed regulations must

18 APGA at 3-10.

19 SUEZ at 10, referring to FPA section 201(f)
entities.

20 APPA at 4; NARUC Reply at 3.5.

21 Cinergy Reply at 2—4.

22EEI Reply at 6.

23 NGSA at 3.

24 PG&E at 6.

reach entities described in FPA section
201(f), including unregulated
transmitting utilities under FPA section
211A. This is so, EEI argues, because the
authority to require comparable open
access transmission under FPA section
211A makes all transmission service
provided by FPA section 201(f) entities
subject to the jurisdiction of the
Commission and thus subject to the
proposed anti-manipulation rules.25
APPA responds that under section
211A(c) certain entities are not subject
to the transmission service requirements
(those selling less than 4,000,000 MWhs
per year, or that do not own facilities
necessary to operate an interconnected
transmission system, or that meet other
criteria that the Commission may adopt
in the future). These entities, APPA
argues, are not subject to the jurisdiction
of the Commission and thus not subject
to the proposed regulations.26 NRECA
goes further, asserting that while FPA
section 201(f) governmental entities are
“potentially” subject to the proposed
anti-manipulation regulations, the
regulations can only apply to
transactions that are otherwise subject
to the Commission’s jurisdiction. Thus,
NRECA argues that neither party to a
retail sale, to transmission service in
intrastate commerce, or to a sale of
electricity or transmission service by a
FPA section 201(f) entity are subject to
the proposed regulations.2?

14. AOPL seeks clarification that
“subject to the jurisdiction of the
Commission” does not mean the
Commission would subject oil pipelines
to claims of market manipulation in
connection with transportation and
transmission services subject to the
Commission’s jurisdiction under the
Interstate Commerce Act (ICA).28

15. Finally, Cinergy asks that the text
of the proposed regulations be modified
to make explicit that the regulations
pertain only to market manipulation,
noting that SEC Rule 10b-5 applies to
a wide range of activities beyond market
manipulation.29

2. Commission Determination

16. As an initial matter, this Final
Rule does not, and is not intended to,
expand the types of transactions subject
to the Commission’s jurisdiction under
the FPA, NGA, NGPA, or ICA. As now
explained, however, the new regulations
do apply to “any entity” as that is the
scope of the final rule as directed by
sections 315 and 1283 of EPAct 2005. If

25 EEI at 25.

26 APPA Reply at 5-6.
27 NRECA Reply at 2-5.
28 AOPL at 1-3.

29 Cinergy at 8.
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any entity engages in manipulation and
the conduct is found to be “in
connection with” a jurisdictional
transaction, the entity is subject to the
Commission’s anti-manipulation
authority. Absent such nexus to a
jurisdictional transaction, however,
fraud and manipulation in a non-
jurisdictional transaction (such as a first
or retail sale) is not subject to the new
regulations.

17. NGA section 4A and FPA section
222 make it unlawful for “any entity” to
use a manipulative or deceptive device
or contrivance “in connection with” the
purchase or sale of natural gas or
electric energy or the purchase or sale
of transportation or transmission
services ‘“‘subject to the jurisdiction of
the Commission.”” 30 The answer to the
scope of application of the final rule lies
in a reasonable reading of these terms in
relation to each other.

18. “Any entity” is a deliberately
inclusive term. Congress could have
used the existing defined terms in the
NGA and FPA of “person,” ‘“natural-gas
company,” or “‘electric utility,” but
instead chose to use a broader term
without providing a specific
definition.31 Thus, the Commission
interprets “‘any entity” to include any
person or form of organization,
regardless of its legal status, function or
activities.32

30 The text of EPAct 2005 section 315, adding
section 4A to the NGA, is:

It shall be unlawful for any entity, directly or
indirectly, to use or employ, in connection with the
purchase or sale of natural gas or the purchase or
sale of transportation services subject to the
jurisdiction of the Commission, any manipulative
or deceptive device or contrivance (as those terms
are used in section 10(b) of the Securities Exchange
Act of 1934 (15 U.S.C. 78j(b))) in contravention of
such rules and regulations as the Commission may
prescribe as necessary in the public interest or for
the protection of natural gas ratepayers. Nothing in
this section shall be construed to create a private
right of action.

The corresponding text of EPAct 2005 section
1283, adding section 222 to the FPA, is:

(a) In general.—It shall be unlawful for any entity
(including an entity described in section 201(f)),
directly or indirectly, to use or employ, in
connection with the purchase or sale of electric
energy or the purchase or sale of transmission
services subject to the jurisdiction of the
Commission, any manipulative or deceptive device
or contrivance (as those terms are used in section
10(b) of the Securities Exchange Act of 1934 (15
U.S.C. 78j(b))), in contravention of such rules and
regulations as the Commission may prescribe as
necessary or appropriate in the public interest or for
the protection of electric ratepayers.

(b) No Private Right of Action.—Nothing in this
section shall be construed to create a private right
of action.

31 See NGA sections 2(1) and 2(6); FPA sections
3(4) and 3(22). Congress did note that entities
described in FPA section 201(f) are included in the
meaning of entity. See FPA section 222(a).

32 Because many entities that are engaged in
wholesale natural gas or electricity transactions or
in interstate transportation or transmission services,

19. The second aspect of the analysis
focuses on the transaction involved. A
transaction under NGA section 4A is
“the purchase or sale of natural gas or
the purchase or sale of transportation
services subject to the jurisdiction of the
Commission.” A transaction under FPA
section 222 is “‘the purchase or sale of
electric energy or the purchase or sale
of transmission services subject to the
jurisdiction of the Commission.”” The
critical issue is whether the limiting
phrase of “subject to the jurisdiction of
the Commission” applies to both
preceding phrases, that is, (1) the
purchase or sale of the energy
commodity and (2) transportation
services or transmission services, or just
to the transportation or transmission
services. APGA argues that the “rule of
the last antecedent”” means that it
should only modify the last phrase, that
is, transportation services or
transmission services. But in the
absence of definitive punctuation or
other clearer expression of intent to
limit the jurisdiction requirement only
to transportation or transmission, the
Commission must look for the meaning
which is the most reasonable under the
circumstances.33

20. The Commission concludes that
the phrase “subject to the jurisdiction of
the Commission” should be read as
modifying both preceding phrases, that
is, ““the purchase or sale” as well as
“transportation services” (NGA) and
“transmission services” (FPA). Had
Congress intended to expand the
Commission’s jurisdiction so
significantly as to give it anti-
manipulation authority over such
transactions as first sales of imported
natural gas, intrastate sales of electric
energy, retail sales of electric energy or
energy sales by governmental entities,
we believe it would have done so
explicitly.34 Further, in light of the close

engage in both jurisdictional and non-jurisdictional
transactions, it is not enough to say, as SUEZ
suggests, that entities engaging in non-jurisdictional
transactions are not covered.

33 APGA at 4 (citing 2a N. Singer, Sutherland on
Statutory Construction § 47:33 at 369 (6th rev. ed.
2000) and Barnhart v. Thomas, 540 U.S. 20, 26
(1993)). The general rule is that a qualifying phrase
will normally apply to the provision or clause
immediately preceding it. However, “where the
sense of the entire act requires that a qualifying
word or phrase apply to several preceding * * *
sections, the word or phrase will not be restricted
to its immediate antecedent.” Sutherland §47:33 at
372. The case referred to by APGA also notes that
the rule is “not an absolute” and ““can assuredly be
overcome by other indicia of meaning.” Barnhart v.
Thomas, 540 U.S. at 26.

34 Transactions not subject to the Commission’s
jurisdiction include first sales, sales of imported
natural gas, sales of imported LNG, sales and
transportation by NGA section 1(b)-(d) entities (i.e.,
activities including production and gathering, local
distribution, “Hinshaw” pipelines, and vehicular

link between transportation or
transmission services and natural gas
and electric commodity sales, we do not
believe that Congress would have
expanded the Commission’s authority to
cover all natural gas and electric
commodity sales but not all gas
transportation and electric transmission.
Accordingly, we conclude that the most
reasonable interpretation is that
Congress did not expand the
Commission’s traditional NGA and FPA
subject matter jurisdiction in sections
315 or 1283 of EPAct, but rather gave
the Commission broad jurisdiction over
the entities that engage in certain
conduct affecting our subject matter
jurisdiction.

21. Third, the phrase “in connection
with”” must be given meaning. APGA
says that interpreting “subject to the
jurisdiction of the Commission’ as
applying to sales effectively would
exclude producers and marketers from
the reach of the final rule as these are
the dominant sellers of natural gas in
wholesale markets. APGA argues this
interpretation implies that enactment of
NGA section 4A serves no purpose, as
it does not increase the Commission’s
reach beyond the rules already
promulgated by Order No. 644.35 This is
not the case, however. As discussed
below, any entity may be subject to the
final rule if its fraudulent or
manipulative conduct is “in connection
with’” a purchase or sale of natural gas,
electric energy, transportation service,
or transmission service that is subject to
the Commission’s jurisdiction.3¢ Thus,

natural gas), or by NGA section 7(f) companies,
retail sales of electric energy, sales of electric energy
in intrastate commerce, sales of electric energy by
governmental entities and certain electric power
cooperatives, and certain interstate transmission by
governmental entities.

35 APGA at 6-8. APGA also points to EPAct 2005
section 318, which adds a new section (d) to NGA
section 20. Section 20(d) authorizes the
Commission to seek a court order barring an
individual found to have engaged in manipulation
from future energy transactions; there is a similar
new provision in FPA section 314(d). Here, APGA
argues, Congress used subparts to separate sales
from transportation service, and applied the
“subject to the jurisdiction of the Commission”
only to the latter. This is not dispositive. First, this
is a separate section of the statute. Second, the use
of subparts does not conclusively mean that
“subject to the jurisdiction of the Commission”
cannot also modify the first subpart. Third, the
reading APGA urges still presents the troublesome
prospect that parties could assert that the anti-
manipulation authority now applies to retail sales
or other transactions otherwise expressly excluded
from the Commission’s jurisdiction.

36 AEP urges that the final rule identify the
modalities through which an entity is prohibited
from manipulating a market, noting that SEC Rule
10b-5 specifies that fraud or manipulation must
involve the “use of any means or instrumentality
of interstate commerce or of the mails, of any
facility of any national securities exchange.” AEP
at 2. This is not necessary, as manipulation must
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the third aspect of the analysis is to
consider whether the fraud is “in
connection with” a jurisdictional
transaction.

22. Section 10(b)’s ““in connection
with” requirement has been construed
broadly by the Supreme Court to
encompass many circumstances where
securities transactions “coincide” with
the overall scheme to defraud.3”
However, the Supreme Court was
careful to state that section 10(b) “must
not be construed so broadly as to
convert every common law fraud that
happens to involve securities into a
violation” of section 10(b) and Rule
10b-5.38 Guided by this precedent, the
Commission views the ““in connection
with” element in the energy context as
encompassing situations in which there
is a nexus between the fraudulent
conduct of an entity and a jurisdictional
transaction. We note that, unlike the
SEC, which has broad jurisdiction over
securities transactions, our jurisdiction
is limited to certain wholesale
transactions that remain within the
ambit of the NGA, NGPA, and FPA. At
the same time, energy markets are made
up of both jurisdictional and non-
jurisdictional transactions. We do not
intend to construe the Final Rule so
broadly as to convert every common-law
fraud that happens to touch a
jurisdictional transaction into a
violation of the final rule. Rather, in
committing fraud, the entity must have
intended to affect, or have acted
recklessly to affect, a jurisdictional
transaction.3® For example, any entity
engaging in a non-jurisdictional
transaction through a Commission-
regulated RTO/ISO market, that acts
with intent or with recklessness to affect
the single price auction clearing price
(which sets the price of both non-
jurisdictional and jurisdictional
transactions), would be engaging in
fraudulent conduct in connection with
a jurisdictional transaction and,

be in connection with jurisdictional transactions
which, by definitions in NGA section 1(b) and FPA
section 201(b), are in interstate commerce.

37 SEC v. Zandford, 535 U.S. 813, 825 (2002)
(“[TThe SEC complaint describes a fraudulent
scheme in which the securities transaction and
breaches of fiduciary duty coincide. Those breaches
were therefore ‘in connection with’ securities sales
within the meaning of [section] 10(b).””). See also
Superintendent of Insurance v. Bankers Life &
Casualty Co., 404 U.S. 6, 12—13 (1971) (previously
the Supreme Court had stated that the requirement
was met when there was an “injury as a result of
deceptive practices touching [the] sale of
securities”’); Head v. Head, 759 F.2d 1172, 1175
(4th Cir. 1985) (the nexus must be more than a de
minimis “touch,” yet is applied flexibly where
there is fraud affecting securities transactions).

38 SEC v. Zandford, 535 U.S. at 820.

39 See PP 52-53 infra for a discussion of the
intent required for a violation of the final rule.

therefore, would be in violation of the
final rule.

23. Turning to the comments that
address the applicability of the
proposed regulations to FPA sections
201(f) and 211A,40 here too the focus
must be on the transaction and the
entity’s conduct to determine whether a
violation of the final rule occurred.
Again, the Commission emphasizes that
if any entity engages in fraudulent
conduct and that conduct is in
connection with a jurisdictional
transaction, then the final rule is
applicable to that entity. It is, therefore,
not necessary for the Commission to
determine in this context how sections
201(f) and 211A are to be applied
generally.41

24. With respect to the request by
AOPL for clarification on whether
“subject to the jurisdiction of the
Commission”” would cause oil pipelines
to be subject to claims of market
manipulation in connection with
transportation services subject to the
Commission’s jurisdiction under the
ICA, the Commission points out that
EPAct 2005 did not amend the ICA to
include anti-manipulation provisions,
and therefore we do not read the
authority granted under the NGA and
FPA to proscribe and penalize fraud or
deceit as applying to oil pipeline
transportation under the ICA.

25. As to Cinergy’s request that the
text of the final rule be modified to
make explicit that the regulations apply
only to market manipulation, we
decline to do so. Cinergy’s request
would unduly narrow the broad
authority Congress granted in EPAct
2005. The language of EPAct 2005
sections 315 and 1283 is modeled after
section 10(b) of the Exchange Act,
which has been interpreted as a broad
anti-fraud “catch-all clause.” 42 SEC
Rule 10b—5, on which the final rule is

40 See, e.g., APPA Reply at 5-6; EEI at 25; PG&E
at 6; NRECA Reply at 2-5.

41 Section 211A permits the Commission to issue
regulations to implement the provisions of FPA
section 211A. At this time, the Commission has not
proposed such regulations, but has included this
issue in the Notice of Inquiry issued in Preventing
Undue Discrimination and Preference in
Transmission Service, 70 FR 55796 (2005), FERC
Stats. & Regs. { 35,553 (2005). Full delineation of
the scope of FPA section 211A should be developed
through that proceeding, not in the context of the
anti-manipulation regulations.

42 See Aaron v. SEC, 446 U.S. 680, 690 (1980); see
also Schreiber v. Burlington Northern, Inc., 472 U.S.
1, 6-7 (1985) (describing section 10(b) as a “general
prohibition of practices * * * artificially affecting
market activity in order to mislead investors
* * * ) Affiliated Ute Citizens of Utah v. United
States, 406 U.S. 128, 151-53 (1972) (noting that the
repeated use of the word “any” in section 10(b) and
SEC Rule 10b-5 denotes a congressional intent to
have the provisions apply to a wide range of
practices).

patterned, does not expressly limit itself
to manipulation, but uses terms such as
“device, scheme, or artifice to defraud”
and “fraud or deceit.” 43 We will retain
similar language in our final rule, which
will permit the Commission to police all
forms of fraud and manipulation that
affect natural gas and electric energy
transactions and activities the
Commission is charged with protecting.

B. General Applicability of Securities
Law Concepts

1. Comments

26. Commenters are divided as to
whether we should model the proposed
anti-manipulation regulations after SEC
Rule 10b-5. Ameren, Cinergy, EPSA,
Indicated Market Participants, EEI,
LG&E, NGSA, PNM and Xcel argue that
adoption of a rule patterned on SEC
Rule 10b-5 is problematic because the
securities model is one of disclosure,
designed in large part to protect novice
investors by eliminating disparities in
access to information, whereas the
purpose of the FPA and NGA is to
ensure ‘‘just and reasonable” rates in
wholesale energy markets. Many of the
commenters also argue that the
participants in energy markets are
largely sophisticated, and unlike less-
sophisticated participants in the
securities markets, do not need the
protections of a disclosure regime.44

27. AGA comments that it is unclear
how the SEC’s model of disclosure will
apply to natural gas market transactions,
and ISDA and PNM argue that the
Commission should refrain from a
wholesale adoption of SEC case law as
such an action would create uncertainty
as to the duties, standards and
obligations owed by market participants
because of the different regulatory
frameworks for energy and securities
markets.45 EPSA, PG&E and SUEZ call
for further study and tailoring of Rule
10b-5 to the energy industry because of
the differences between the operations
of the securities markets and the energy
markets.46 FirstEnergy argues that the

4317 CFR 240.10b-5 (2005). SEC Rule 10b-5 is
titled “Employment of manipulative and deceptive
devices.”

44 Ameren at 3—4; Cinergy at 6-7; EPSA at 5-8;
Indicated Market Participants at 10-13; EEI at 6-—8;
LG&E at 3—7; NGSA at 4-5; PNM Reply at 4-5; Xcel
at 3-6.

45 AGA at 4; ISDA at 3-5; PNM Reply at 4-6. But
not everyone dismisses the importance of the
regulations to sophisticated parties. APPA shares
SCE’s observation that the degree of “protection”
implied by relative levels of counterparty
sophistication must not be overstated, noting that
even sophisticated market participants may need
protection against market manipulations. APPA
Reply at 3—4; SCE at 3—4.

46 EPSA at 11; PG&E at 12; SUEZ at 14.
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rules proposed in the NOPR are vague
and overly broad.4”

28. On the other hand, APGA,
NARUC, NASCUA, NJBPU, and the
States support the Commission’s
decision to model the proposed
regulations on SEC Rule 10b—5.48 APPA,
NARUC and NJBPU argue that Rule
10b—5 case law will provide useful
guidance as the Commission develops
its own body of precedent to follow.49
TDUS argues that the Commission’s
proposed rule prohibiting market
manipulation plainly implements, in a
straightforward manner, the express
intent of EPAct 2005.5° TDUS finds the
arguments of Ameren and Xcel
unpersuasive because parties as
sophisticated as they purport to be
ought to have no problem complying
with a straightforward prohibition
against making fraudulent
representations in their transactions.51
TDUS also argues that the level of
sophistication of the parties to a
bilateral negotiation is irrelevant
because the Commission’s anti-
manipulation rules are not to protect the
contracting parties from each other, but
to protect the consumers who rely on
the market for their energy supplies.>2

29. APPA and INGAA support the
Commission’s reliance on section 10(b)
of the Exchange Act and SEC Rule 10b—
5, and the case law interpreting the
statute and rule, as providing guidance
to the Commission in administering its
new EPAct 2005 anti-manipulation
authority.53 APPA and INGAA also
recommend that the Commission take
into account pertinent differences
between the regulatory regimes of the
Exchange Act and the NGA and NGPA,
and depart from securities law
precedent when industry structure and
common sense so dictate.>*

2. Commission Determination

30. As a general matter, the
Commission does not believe that
modeling the Final Rule on SEC Rule
10b-5 is problematic or will create
uncertainty. This is not to say that
commenters did not raise valid concerns
about how securities precedent will be
applied in the energy industry context.
We intend to adapt analogous securities

47 FirstEnergy at 4-6.

48 APGA at 4-5; NARUC at 4-5; NASCUA at 2—
3; NJBPU at 2-3; States at 2. APGA, NARUC, and
the States argue that modeling the final rule on SEC
Rule 10b-5 is consistent with the express
congressional dictates of EPAct 2005.

49 APPA Reply at 1-2; NARUC at 5; NJPBU at 3.

50TDUS at 2-3.

51]d. at 3.

52]d. at 3—4.

53 APPA Reply at 1-3; INGAA at 7.

54 APPA Reply at 1; INGAA at 5.

precedents as appropriate to specific
facts, circumstances, and situations that
arise in the energy industry. This is
consistent with Congress’ modeling of
EPAct 2005 sections 315 and 1283 on
section 10(b) of the Exchange Act and
explicit references to section 10(b) in
EPAct 2005 sections 315 and 1283, and
will provide a level of substantial
certainty with respect to how the
regulations will operate that the
Commission is not typically able to
provide where a preexisting body of law
and precedent is not readily available.
The Commission likewise finds that
modeling the final rule on SEC Rule
10b-5 provides clarity to affected
parties similar to the clarity provided by
Congress. Thus, the Commission rejects
FirstEnergy’s argument that the
proposed regulations are vague and
overly broad. As previously stated, the
Final Rule is modeled on SEC Rule 10b—
5, which is not vague or overly broad.5°

31. The Commission rejects EPSA’s,
PG&E’s and SUEZ’s calls for further
study and tailoring of Rule 10b-5 to the
industry the Commission regulates.
Further study and tailoring would not
improve the final rule or industry
understanding of its scope and
applicability. While the Commission
generally agrees with commenters that a
wholesale overlay of the securities laws
onto energy markets is overly simplistic,
we also believe it would be illogical to
simply ignore decades of useful
guidance that securities law precedent
can offer, especially considering that
Congress deliberately modeled EPAct
2005 sections 315 and 1283 on section
10(b) of the Exchange Act. Therefore,
the Commission intends to recognize,
on a case-by-case basis, that the roles of
the Commission and the SEC are not
identical in determining whether it is
appropriate to adopt securities
precedents to specific energy industry
facts, circumstances, or situations.56

32. The Commission recognizes that
the SEC does not have a duty to assure
that the price of a security is just and
reasonable, and that our duty is not to
protect purchasers through a regime of
disclosure. Despite these differences in
mission, however, wholesale natural gas
and power markets, like securities
markets, are susceptible to fraud and
market manipulation, regardless of the
level of sophistication of the market

55 See, e.g., United States v. Persky, 520 F.2d 283

(2d Cir. 1975); accord Todd & Co. v. SEC, 557 F.2d
1008, 1013 (3d Cir. 1977).

56 For example, as explained in paragraph 36
supra, the Commission is not adopting the
disclosure regime of the SEC, and as explained in
paragraphs 52-53 infra, the element of scienter will
apply in the Final Rule just as it applies to SEC Rule
10b-5.

participants. Therefore, it is appropriate
to model the final rule on SEC Rule
10b-5 in an effort to prevent (and where
appropriate remedy) fraud and
manipulation affecting the markets the
Commission is entrusted to protect,
while providing a level of certainty to
market participants that is beyond that
which the Commission would be
otherwise required to provide. However,
as discussed below, we provide several
of the clarifications requested by the
commenters to address the differences
between the SEC’s regulation of
securities markets and our regulation of
markets for natural gas and electricity.

C. Disclosure

33. Several commenters expressed
concern over what they consider to be
disclosure implications of the proposed
regulations.57 In particular, commenters
focused on two disclosure-related areas:
Whether the proposed anti-
manipulation regulations create a new
duty of disclosure; and whether sections
1c.1(a)(2) and 1c.2(a)(2), and
particularly the references to “omissions
of material fact,” impose an undue
burden on bilateral, arm’s-length
negotiations.

1. Duty of Disclosure
a. Comments

34. Commenters’ view is that the
proposed regulations should not create
an affirmative duty to disclose strategic
or proprietary information not otherwise
required under the FPA, NGA, or
Commission orders, rules, or
regulations.?® Ameren argues that there
is no evidence in EPAct 2005 that
Congress intended to impose a general
obligation of disclosure in the energy
markets.?9 Ameren and LG&E provide
examples of a company purchasing
power as a result of a forced outage, and
question whether, under the regulations,
a party would have to disclose
information detrimental to its
bargaining position.® AEP expresses
similar concern that the regulations
should not require companies to
disclose trade secrets, sensitive
information, or forward looking
information developed by the
company.5! AEP argues that the
proposed rules be clarified to

57 See, e.g., Ameren at 4—6; AGA at 4; AEP at 2;
Cinergy at 8-9; Indicated Market Participants at 10—
13, 23-28; EEI at 14-16; EPSA at 5-11; FirstEnergy
at 10-13; ISDA at 3—-8; INGAA at 5-7, 10; LG&E at
9; NGSA at 2, 5-6; PG&E at 7; Progress at 2—4; SCE
at 3—4; SUEZ at 12—14; Xcel at 2, 4-6.

58 See, e.g., Ameren at 4; EEI at 16; Indicated
Market Participants at 27.

59 Ameren at 4.

60 Id. at 5; LG&E at 8.

61 AEP at 2.
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encompass only those instances where
there is an affirmative duty to disclose,
such as a Commission-imposed
disclosure or reporting requirement.62
EPSA and Progress argue that the
regulations should be clarified so as not
to result in broad disclosure obligations
that would be incompatible with the
arm’s-length transactions that the
Commission oversees.®3 Similarly,
INGAA and EEI argue that the
regulations should be revised to delete
or limit any affirmative obligation to
disclose information to a counterparty,
or to educate another party in bilateral
negotiations.®¢ In support of its
argument, INGAA cites SEC Regulation
D, which exempts certain securities
offerings from the registration and
disclosure requirements of the securities
laws because the investors in such
offerings are sophisticated.65 NGSA also
states that the Commission should
clarify that it does not intend to
incorporate by reference the disclosure
obligations applicable to issuers of
securities.®®

b. Commission Determination

35. The Commission declines to
modify the proposed regulations in this
final rule. To avoid uncertainty,
however, we clarify that the final rule
creates no new affirmative duty of
disclosure. Commenters are mistaken to
the extent they believe section 10(b) of
the Exchange Act or SEC Rule 10b-5
imposes an independent affirmative
obligation to disclose. Well-settled case
law interpreting section 10(b) and Rule
10b-5 makes clear that section 10(b) and
Rule 10b-5 do not, by themselves,
create an affirmative duty to disclose
absent a relationship of trust and
confidence (i.e., a fiduciary
relationship) or some other duty
imposed elsewhere in the securities
laws.67 Therefore, in the arm’s-length,

62]d. at 3.

63 EPSA at 1; Progress at 2—4.

64INGAA at 7; EEI at 16. See also ISDA
Supplemental Reply at 2.

65INGAA at 5.

66 NGSA at 2, 5-6.

67 See Basic Inc. v. Levinson, 485 U.S. 224, 239,
n.17 (1988) (“Silence, absent a duty to disclose, is
not misleading under Rule 10b-5.") citing Chiarella
v. United States, 445 U.S. 222, 234 (1980) (“* * *
a duty to disclose under [section] 10(b) does not
arise from the mere possession of nonpublic market
information. [T]he duty to disclose arises when
[there exists] a relationship of trust and confidence
* % * ). see also Gross v. Summa Four, 93 F.3d
987, 992 (1st Cir. 1996) (citing Chiarella, the court
holds that “[bly itself * * * Rule 10b-5[] does not
create an affirmative duty of disclosure. Indeed, a
corporation does not commit securities fraud
merely by failing to disclose all nonpublic material
information in its possession.”); accord Castellano
v. Young & Rubicam, Inc., 257 F.3d 171, 179 (2d
Cir. 2002); Ackerman v. Schwartz, 947 F.2d 841,
848 (7th Cir. 1991).

bilateral negotiations that are typical in
wholesale energy markets, absent some
tariff requirement or Commission
directive mandating disclosure, the final
rule imposes no new affirmative duty of
disclosure.

36. As there is no new affirmative
duty of disclosure under the final rule,
commenters’ concern over the
disclosure implications of the proposed
regulations is misplaced. The final rule
operates within the regulatory
framework of the FPA and NGA; the
Commission is not adopting the
disclosure provisions of the securities
laws 68 or the purpose of the securities
laws, which is “to protect investors by
promoting full disclosure of information
thought necessary to informed
investment decisions.” 69 Rather, the
final rule, like section 10(b) of the
Exchange Act and SEC Rule 10b-5, is an
anti-fraud provision, not a disclosure
provision.”® Nothing in the final rule
requires disclosure of sensitive
information that would only function to
weaken an entity’s bargaining position
in arm’s-length, bilateral negotiations.
Absent a tariff requirement or
Commission directive mandating
disclosure, there is no violation of the
final rule simply because an entity
chooses not to disclose all non-public
information in its possession.”?

37. Similarly, the Commission
clarifies that nothing in the final rule
changes the Commission’s precedent on
contract law. Private contracts are
fundamental to the functioning of the
energy industry, and the Commission
expects parties to continue to rely on
the contracts they enter into. The
Commission expects parties to continue
to resolve most contract disputes,
including those based on claims of fraud
in the inducement, without the
involvement of the Commission, relying
on State and Federal courts to apply
contract law as appropriate.

68 See, e.g., 15 U.S.C. 78m (2000).

69 SEC v. Ralston Purina Co., 346 U.S. 119, 123—
5 (1953).

70 See, e.g., International Brotherhood of
Teamsters v. Daniel, 439 U.S. 551, 565 n.18 (1979)
(distinguishing between the disclosure and
antifraud provisions of the securities laws, the court
states that a waiver from disclosure requirements
because an investor is sophisticated does ‘“‘not
provide shelter from the criminal anti-fraud
protection of Rule 10b-5 or other civil anti-fraud
provisions); Sonnenfeld v. City of Denver, 100 F.3d
744, 746 n.1 (10th Cir. 1996) (noting that securities
exempted from regulatory burdens are still subject
to civil fraud causes of action).

71 See supra note 67.

2. Sections 1c.1(a)(2) and 1c¢.2(a)(2) and
Omissions of Material Fact

a. Comments

38. Commenters are divided as to
whether the Commission should modify
or delete sections 1c.1(a)(2) and
1c.2(a)(2) of the final rule, particularly
with regard to sections 1c.1(a)(2) and
1c.2(a)(2)’s references to omissions.”2
Ameren, Cinergy, and Indicated Market
Participants argue that sections
1c.1(a)(2) and 1c.2(a)(2) should not be
adopted because the definition of
market manipulation should not include
any general duty to disclose.”? More
specifically, EEI and EPSA argue that
reference in sections 1c¢.1(a)(2) and
1c.2(a)(2) to “omissions of material fact”
should be deleted as it would require
market participants to disclose sensitive
information that would not otherwise be
exchanged among wholesale energy
market participants engaged in bilateral
negotiations, which could result in
harm to the market participant’s
bargaining position.”4 EEI also argues
that sections 1c.1(a)(2) and 1c.2(a)(2)
should be modified to incorporate a
knowledge and intent standard.”®

39. FirstEnergy argues that sections
1c.1(a)(2) and 1c.2(a)(2) are overly
broad, and unnecessary to protect
electric ratepayers because participants
in wholesale power sales transactions
are sophisticated and have the ability to
evaluate the veracity of any information
that may be conveyed by other
participants.”6 Indicated Market
Participants argue that since the
disclosure concepts of the securities
laws are not generally applicable to
electric and gas markets, sections
1c.1(a)(2) and 1c.2(a)(2) should be
deleted.”” Likewise, Xcel argues that
there is no need to require SEC-like
disclosure in wholesale energy markets,
and it argues that the Commission
should modify or delete sections
1c.1(a)(2) and 1c.2(a)(2).78 While not
asking for a change in the regulations,
INGAA requests that we clarify that
“mere puffery” is not actionable under
the regulations.”?

40. On the other hand, APGA, PNM
and TDUS support the inclusion of

72 Sections 1c¢.1(a)(2) and 1c.2(a)(2) read: “to
make any untrue statement of a material fact or to
omit to state a material fact necessary in order to
make the statements made, in the light of the
circumstances under which they were made, not
misleading * * *.”

73 Ameren at 6; Cinergy at 8; Indicated Market
Participants at 28.

74EEI at 16; EPSA at 8.

75 EEI at 16.

76 FirstEnergy at 11.

77 Indicated Market Participants at 27-28.

78 Xcel at 2, 4-6.

79INGAA at 9.
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sections 1c.1(a)(2) and 1c.2(a)(2)
without modification.8® APGA urges the
Commission to reject calls for the
deletion or modification of sections
1c.1(a)(2) and 1c.2(a)(2) because the vast
bulk of natural gas sales are not
negotiated by sophisticated market
participants, but are determined by
price indices that rely on full and
accurate reporting.81 PNM supports the
inclusion of sections 1c.1(a)(2) and
1c.2(a)(2) noting that there may be rare
instances where an omission of material
fact amounts to market manipulation,
but also notes that the Commission
should make clear that the sections
create no new duty of disclosure.32

b. Commission Determination

41. The Commission rejects proposals
to modify or delete sections 1c.1(a)(2)
and 1c.2(a)(2) of the regulations. As just
discussed, the final rule does not create
an affirmative duty to disclose beyond
any existing requirements. It is
important to note, however, that where
an entity voluntarily provides
information or where the entity is
required by a tariff or a Commission
statute, order, rule or regulation to
provide information, and the entity then
misrepresents or omits a material fact
such that the information provided is
materially misleading, there can be a
violation of the final rule if all of the
other elements of a violation are
present.83 This does not mean, however,
that a material misrepresentation or
omission that affects only negotiations
between two sophisticated parties will
necessarily result in an enforcement
action by the Commission. Instead, the
Commission will decide whether to
pursue enforcement action in such a
situation on a case-by-case basis, with
due consideration of whether such
material misrepresentations or
omissions occur in or have an effect on
jurisdictional transactions. Absent such
an effect, as we noted earlier, we
generally will not apply the final rule to
bilateral contract negotiations.

42. With respect to other comments
related to the application of specific
securities law precedent, as discussed
earlier, the Commission intends, on a
case-by-case basis, to be guided by
analogous securities law precedent that
is appropriate under the specific facts,

80 APGA at 5; PNM at 9; TDUS at 3-4.

81 APGA at 5.

82PNM at 9. As discussed above in paragraph 28,
TDUS argues that no dilution or alteration of the
proposed rules is warranted, regardless of the
sophistication of the parties to a transaction. TDUS
at 3—4.

83 These include the requisite scienter, discussed
infra, and the conduct being in connection with a
jurisdictional purchase or sale or jurisdictional
transportation or transmission, discussed supra.

circumstances, and situations in the
energy industry. For example, even if
some duty to provide information exists,
the Commission agrees with INGAA that
“mere puffery” is not violation of
sections 1c.1(a)(2) and 1c.2(a)(2).84

D. Sections 1c.1(a)(3) and 1c¢.2(a)(3) and
Intent

1. Comments

43. Some commenters suggested the
Commission delete sections 1c.1(a)(3)
and 1c.2(a)(3) of the proposed
regulations or revise them explicitly to
include the element of intent. For
example, Ameren argues that sections
1c.1(a)(3) and 1c.2(a)(3) are unnecessary
in light of sections 1c.1(a)(1) and
1c.2(a)(1).85 EEI argues that sections
1c.1(a)(3) and 1c.2(a)(3) should be
deleted because the “operates as a
fraud” language could prohibit any
deceptive act regardless of whether
scienter is present.8¢ Alternatively, EEI
and FirstEnergy suggest that sections
1c.1(a)(3) and 1c.2(a)(3) be revised. EEI
urges that sections 1c¢.1(a)(3) and
1c.2(a)(3) include elements of
knowledge and intent; FirstEnergy also
asks that the phrase “or would operate”
be removed so it would be clear that
actions not intended to defraud from
being subject to the regulations.8”

44. In contrast, TDUS argues that the
Commission should reject attempts to
modify or delete sections 1c.1(a)(3) and
1c.2(a)(3) noting that SEC Rule 10b—5
has remained intact since 1951, and no
court or SEC action has resulted in any
change to Rule 10b-5.88 APGA also
opposes modification or deletion of
sections 1c.1(a)(3) and 1c.2(a)(3),
arguing that intent is already an element
of a violation of the proposed
regulations, and any elimination of
sections 1c.1(a)(3) and 1c.2(a)(3) could
create uncertainty by distinguishing the

84 See In re Advanta Corp. Sec. Litig., 180 F.3d
525, 538 (3rd Cir. 1999) (noting that general
expressions of optimism for the future are
immaterial and not actionable); Eisenstadt v. Centel
Corp., 113 F.3d 738, 745 (7th Gir. 1997)
(“Everybody knows that someone trying to sell
something is going to look and talk on the bright
side. You don’t sell a product by bad-mouthing it.
And everybody knows that auctions can be
disappointing.”) (emphasis in original); Raab v.
General Physics Corp., 4 F.3d 286, 287 (4th Cir.
1996) (holding that predictions of future business
prospects were not specific guarantees necessary to
make them material within the meaning of section
10b); see also In re Northern Telecom Ltd. Securities
Litig., 116 F. Supp. 2d 446, 466 (S.D.N.Y 2000)
(stating that under section 10b and Rule 10b-5,
actionable statements must be sufficiently
“concrete” or “specific”” to be material, as opposed
to “single, vague statement([s] that are essentially
mere puffery”).

85 Ameren at 6-7.

86 EEI at 13—-14.

87 Id. 14; FirstEnergy at 15.

88 TDUS Reply at 8-9.

final rule from SEC Rule 10b-5 so as to
render analogous securities law
precedent inapplicable.89

2. Commission Determination

45. The Commission rejects proposals
to modify or delete sections 1c.1(a)(3)
and 1c.2(a)(3) beyond the substitution of
“entity”” in place of “person” as
discussed below in paragraph 76.
Sections 1c.1(a)(3) and 1c.2(a)(3) are
necessary; and as discussed below, there
can be no violation of the final rule, or
any of its sections, absent a showing of
the requisite scienter. SEC Rule 10b—5
has an analogous section that has
remained unchanged since it was
adopted in 1942, and there is abundant
securities law precedent that highlights
the ongoing relevance of that section.90
Therefore, as the final rule is modeled
on SEC Rule 10b-5 and the Commission
intends to be guided, on a case-by-case
basis, by analogous securities law
precedent that is appropriate under the
facts, circumstances, and situations
presented in the energy industry, it is
prudent to retain sections 1¢.1(a)(3) and
1c.2(a)(3) without modification.

E. Elements of a Manipulation Claim

1. Comments

46. Several commenters asked the
Commission to clarify the elements of
manipulation under the Final Rule.??
INGAA recommends that the
Commission explicitly reference the
essential elements of the SEC’s Rule
10b—5 cause of action that have been
developed in the case law and provide
greater guidance as to their application
in the context of the natural gas
markets.92 Specifically, INGAA argues
the Commission should clarify the
definition of materiality, the
requirement of scienter, the requirement
of deception, the existence of a pre-
existing duty to speak in a
nondisclosure case, the absence of
liability for mere puffery and other
limitations.93 Indicated Market
Participants and NGSA state that the
Commission should set forth the
following as elements of a manipulation
claim: Misrepresentation or omission of

89 APGA Reply at 5.

90 One measure of the paragraph’s importance is
the frequency of use. There are numerous cases
citing the “operate as a fraud’” language of SEC Rule
10b-5, which suggest that it is not nugatory as EEI
argues in its comments. See, e.g., SEC v. Zandford,
535 U.S. at 819; SEC v. George, 426 F.3d 786, 792
(2005).

91 See, e.g., Ameren at 6-7; AEP at 3; Cinergy at
7-8; Indicated Market Participants at 910, 18; EEI
at 12—14; FirstEnergy at 7-10; INGAA at 7-11;
LG&E at 3; NGSA at 2, 5-8; NiSource at 3, 5-8;
Progress at 2-3; SCE at 4.

92INGAA at 7-8.

93]d. at 11.
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a material fact; scienter, causation,
reliance, and damages.%¢

47. EEI seeks clarification that fraud is
a required element of the final rule and
its sections.95 AEP and EEI suggest that
the Commission should explicitly
identify the intent standard based on the
scienter standard used in section 10(b),
which is satisfied by a showing of
recklessness.9 EEI seeks clarification
that liability under the market
manipulation rule requires a showing of
“extreme recklessness” or “‘egregious
disregard.” 97 Progress believes that the
final rule should be revised to exclude
“indirectly”” from sections 1c.1(a) and
1c.2(a), and if the Commission is
unwilling to do so, it should explicitly
incorporate an intent standard.®8 In
contrast, TDUS argues that the
Commission should not modify the
regulations to incorporate a specific
standard of intent into the final rule.9?

2. Commission Determination

48. The Commission generally agrees
that clarification of the elements of a
violation under the final rule would
reduce regulatory uncertainty and
thereby assure greater compliance. It is
unnecessary, however, to modify the
text of the final rule. Rather, we will
clarify the general requirements of a
violation, guided by applicable
securities law precedent, specifically
the precedent setting out the elements
the SEC must prove when it brings an
enforcement action, as INGAA noted in
its comments.109 In enforcement actions
under Rule 10b-5, the SEC must show
that the defendant: (1) Made a material
misrepresentation or a material
omission as to which he had a duty to
speak, or used a fraudulent device; (2)
with scienter; and (3) in connection
with the purchase or sale of
securities.1°1 The SEC does not need to
show reliance, loss causation or
damages because “‘the Commission’s
duty is to enforce the remedial and

94Indicated Market Participants at 18; NGSA at 2,
5-7.

95 EEI at 4.

96 Id. at 12; AEP at 3.

97 EEI at 12.

98 Progress at 2—3.

99 TDUS at 5.

100INGAA at 10-11. See, e.g., SEC v. Monarch
Funding Corp., 192 F.3d 295, 308 (2d Cir. 1999)
(setting out the elements of an enforcement action
under SEC Rule 10b-5). We reject the comments of
Indicated Market Participants and NGSA, which set
forth the elements of a private right of action under
section 10(b) and Rule 10b—5. While cases arising
in the context of private litigation may be
instructive on certain points, the elements needed
for a private right of action are not the same as those
required for administrative enforcement applicable
here.

101 SEC v. Monarch Funding Corp., 192 F.3d at
308.

preventive terms of the statute in the
public interest, and not merely to police
those whose plain violations have
already caused demonstrable loss or
injury.” 102

49. These elements offer useful
guidance as to how the Commission will
apply the final rule. The Commission
will act in cases where an entity: (1)
Uses a fraudulent device, scheme or
artifice, or makes a material
misrepresentation or a material
omission as to which there is a duty to
speak under a Commission-filed tariff,
Commission order, rule or regulation, or
engages in any act, practice, or course of
business that operates or would operate
as a fraud or deceit upon any entity; (2)
with the requisite scienter; (3) in
connection with the purchase or sale of
natural gas or electric energy or
transportation of natural gas or
transmission of electric energy subject
to the jurisdiction of the Commission. In
the paragraphs that follow, the
Commission offers clarification on each
element.

50. The final rule prohibits the use or
employment of any device, scheme, or
artifice to defraud. The Commission
defines fraud generally, that is, to
include any action, transaction, or
conspiracy for the purpose of impairing,
obstructing or defeating a well-
functioning market.103 Fraud is a
question of fact that is to be determined
by all the circumstances of a case.

51. If there is a duty to disclose under
a Commission-filed tariff or Commission
directive, material misrepresentations
and, under certain conditions, material
omissions, may violate the final rule.
Guided by securities law precedent, the
Commission finds that a fact is material
if there is a substantial likelihood that
a reasonable market participant would
consider it in making its decision to
transact because the material fact

102 See, e.g., SEC v. Credit Bancorp, Ltd., 195 F.
Supp. 2d 475, 491 (S.D.N.Y. 2002) quoting Berko v.
SEC, 316 F.2d 137, 143 (2d Cir. 1963) citing SEC
v. North American Research & Dev. Corp., 424 F.2d
63, 84 (2d Cir. 1970) (reliance not an element of a
Rule 10b-5 claim in the context of an SEC
proceeding). Similarly, in a criminal prosecution for
securities fraud, the government need not
demonstrate specific reliance by the investor in a
securities fraud prosecution. See United States v.
Ashdown, 509 F.2d 793, 799 (5th Cir. 1975).
However, the government must show “impact of the
scheme on the investor.” See United States v.
Schaefer, 299 F.2d 625, 629 (7th Cir. 1962). While
reliance, loss causation and damages are not
necessary for a violation of the final rule, these
elements will inform the Commission’s assessment
of any disgorgement or civil penalties that may be
appropriate under the circumstances.

103 See e.g., Dennis v. United States, 384 U.S. 855,
861 (1966) (noting that fraud within the meaning of
a statute need not be confined to the common law
definition of fraud: any false statement,
misrepresentation or deceit).

significantly altered the total mix of
information available.104 Of course, not
every fact about a transaction is material
and, therefore, the materiality of a
misrepresented or omitted fact will be
determined on a case-by-case basis.105

52. The Commission rejects as
unnecessary commenters’ requests to
incorporate a specific intent standard
into the final rule. Congress directed
that the terms “manipulative or
deceptive device or contrivance” as they
appear in sections 1283 and 315 of
EPAct 2005 be interpreted in
accordance with section 10(b) of the
Exchange Act. According to the
Supreme Court, “[t]he words
‘manipulative or deceptive’ used in
conjunction with ‘device or contrivance’
strongly suggest that § 10 (b) was
intended to proscribe knowing or
intentional misconduct * * * conduct
designed to deceive or defraud investors
by controlling or artificially affecting the
price of securities.” 106 Based on the
foregoing, any violation of the final rule
requires a showing of scienter.107

53. Commenters sought clarification
on whether recklessness satisfies the
scienter element. The Supreme Court
has not addressed whether recklessness
satisfies the scienter requirement it read
into section 10(b),198 but the Courts of

104 TSC Industries, Inc. v. Northway, Inc., 426
U.S. 438 (1976) sets forth the ‘“total mix” or
“substantial likelihood” test of materiality: a
substantial likelihood that the disclosure of the
omitted fact would have been viewed by a
reasonable investor as having significantly altered
the total mix of information made available. Accord
Basic, Inc. v. Levinson, 485 U.S. 224, 231-2 (1988).

105 Based on securities law precedent, the
relevant time period for determining materiality is
at the time of the statement or omission, and not
in hindsight. See Ganino v. Citizens Utils. Co., 228
F.3d 154, 165 (2d Cir. 2000).

106 Ernst & Ernst v. Hochfelder, 425 U.S. 185, 197
(1976) (Hochfelder); accord Aaron v. SEC, 446 U.S.
680, 690 (1980) (Aaron).

107 See Aaron, 446 U.S. at 690, 705 (stating that
the words “manipulative,” “device,” and
“contrivance” whether given “their commonly
accepted meaning or read as terms of art” clearly
refers to “‘knowing or intentional misconduct.” In
addition, the Court said that “Section 10(b) is
described as a catchall provision, but what it
catches must be fraud.”); Hochfelder, 425 U.S. at
199 (noting that the words “manipulative,”
“device,” and ‘“‘contrivance” are ‘“‘terms that make
unmistakable a congressional intent to proscribe a
type of conduct quite different from negligence”).
Despite section 10(b)’s use of the disjunctive “or”
in “manipulative or deceptive device or
contrivance,” the Supreme Court has concluded
that both require “misrepresentation.”

108 Hochfelder, 425 U.S. at 194 n.12 (“In certain
areas of the law recklessness is considered to be a
form of intentional conduct for purposes of
imposing liability for some act. We need not
address here the question whether, in some
circumstances, reckless behavior is sufficient for
civil liability under [section] 10(b) and Rule 10b—
5.”). Although the scienter requirement was first
read into section 10(b) in the context of a private
right of action, in Aaron the Supreme Court decided

Continued
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Appeals that have addressed the issue
agree that recklessness satisfies the
section 10(b) scienter requirement.109
Similarly, the Commission concludes
that recklessness satisfies the scienter
element of the final rule.

54. For our discussion of the “in
connection with” requirement, see
paragraphs 21 and 22, supra.

F. Interplay With Market Behavior Rules
1. Comments

55. Several commenters raise
concerns over the interplay between the
proposed regulations and the Market
Behavior Rules.11° Some commenters
advocate that the Commission retain
Market Behavior Rules, either as they
are currently written or with
modification.11? Several industry
commenters request deletion of the
foreseeability standard and “legitimate
business purpose” criteria of Market
Behavior Rule 2, and incorporation of
the scienter standard of the proposed
regulations. Certain commenters also
find the specific prohibitions of Market
Behavior Rules 2(a) (wash trades), 2(b)

that a showing of scienter is also required in SEC
civil enforcement actions arising under section
10(b). Aaron, 446 U.S. at 695.

109 Gourts of appeal are in general agreement that
that recklessness in some form satisfies the scienter
requirement of SEC Rule 10b—5. For example,
motive and opportunity to commit fraud or
conscious behavior sufficient to raise a strong
inference of recklessness is sufficient in the Second,
Third, and Eighth Circuits. See, e.g., Florida State
Board of Administration v. Green Tree Fin. Corp.,
270 F.3d 645 (8th Cir. 2001); Novak v. Kasaks, 216
F.3d 300 (2d Cir. 2000); In re Advanta Corp.
Securities Litig., 180 F.3d 525 (3d Cir. 1999). The
First, Fifth, Sixth, Tenth and Eleventh Circuits
apply a “severely reckless” or action with
“conscious disregard’ of the problem or risk
standard. See, e.g., Nathenson v. Zonagen, Inc., 267
F.3d 400 (5th Cir. 2001); City of Philadelphia v.
Fleming Companies, Inc., 264 F.3d 1245 (10th Cir.
2001); Grebel v. FTP Software, Inc., 194 F.3d 185
(1st Cir. 1999); In re Comshare, Inc. Securities Litig.,
183 F.3d 543 (6th Cir. 1999); Bryant v. Avardo
Brands, Inc., 187 F.3d 1271 (11th Cir. 1999). In the
Ninth Circuit, a plaintiff must plead “in great detail
facts that constitute strong circumstantial evidence
of deliberately reckless or conscious misconduct.”
See, e.g., In re Silicon Graphics Securities Litig., 183
F.3d 970 (9th Cir. 1999) (adopting the definition of
recklessness as it appears in Sundstrand Corp. v.
Sun Chemical Corp., 553 F.2d 1033 (7th Cir. 1977),
cert. denied, 434 U.S. 875 (1977)).

110 See, e.g., Ameren at 8—9; AGA at 5; Cinergy
at 5, 9; EEI at 17-19; LG&E at 9; NARUC at 6;
NASUCA at 4-5 (arguing for an expansion of the
Market Behavior Rules to reach all market
participants); PG&E at 4, 12—13; APPA Reply at 5;
PNM Reply at 7-8; EEI Reply at 4-6.

111 We note that, as a result of the timing of the
comment due date in this proceeding, these
comments were filed the same day as the
Commission issued its orders proposing repeal of
the Market Behavior Rules. See Amendments to
Codes of Conduct for Unbundled Sales Service and
for Persons Holding Blanket Marketing Certificates,
113 FERC q 61,189 (2005); Investigation of Terms
and Conditions of Public Utility Market-Based Rate
Authorizations, 113 FERC { 61,190 (2005).

(false information), 2(c) (artificial
congestion/relief), and 2(d) (collusion)
useful because those rules offer
guidance and specificity about the
prohibition of certain defined
transactions.

56. APPA argues that the Commission
should deal with the future of the
Market Behavior Rules in the
Commission’s separate FPA 206
proceeding and not as part of this
proceeding.112 PNM, in contrast,
contends that adopting rules based on
SEC Rule 10b-5 will be confusing, and
instead urges the Commission to amend
the existing Market Behavior Rules to
incorporate the terms of EPAct 2005
sections 315 and 1283, and not adopt
the proposed regulations.113

57. EEI urges the Commission to
retain the time limits and specific acts
set forth in the Market Behavior Rules,
and to state that compliance with the
behavior rules guidelines constitutes
compliance with the new rules.114
Similarly, EEI argues that whatever the
interaction between the Market
Behavior Rules and the Final Rule, the
Commission should clarify that there
will be no “double jeopardy.” 115

2. Commission Determination

58. Both Market Behavior Rules 2 and
3116 and this final rule prohibit fraud
and manipulative conduct. The Market
Behavior Rules are still in effect,
although the Commission has indicated
in the Market Behavior Rules
proceeding (Docket Nos. EL06—16—000
and RM06-5-000) that the Market
Behavior Rules may be revised or
repealed after the anti-manipulation
regulations are made effective.11” If they
are repealed, the Commission intends to
have a smooth transition from the
Market Behavior Rules to the final rule
on manipulation, and there will be no
gap in our prohibition of manipulation
as we complete the transition.

59. As stated in the NOPR, the
Commission will not seek duplicative
sanctions for the same conduct in the
event that conduct violates both the
Market Behavior Rules and this final

112 APPA Reply at 5.

113PNM Reply at 7-8.

114 EE] Reply at 4-6.

115 EEI at 21.

116 The following analysis with regard to the
Market Behavior Rules also applies to sections
284.288(a) and 284.403(a) of the Commission’s
codes of conduct with respect to certain sales of
natural gas. 18 CFR 284.288(a) and 284.403(a)
(2005).

117 See Investigation of Terms and Conditions of
Public Utility Market-Based Rate Authorizations, 70
FR 71484 (2005), 113 FERC 61,190 at P 13 (2005);
Amendments to Codes of Conduct for Unbundled
Sales Service and for Persons Holding Blanket
Marketing Certificates, 70 FR 72090 (2005), 113
FERC { 61,189 at P 11 (2005).

rule.118 With respect to the specific
prohibitions of Market Behavior Rule 2
(wash trades, transactions predicated on
submitting false information,
transactions creating and relieving
artificial congestion, and collusion for
the purpose of market manipulation),
these are examples of prohibited
manipulation, all of which are
manipulative or deceptive devices or
contrivances, and are therefore
prohibited activities under this Final
Rule, subject to punitive and remedial
action.119 Further, as discussed further
below, the specific provision set forth in
the Market Behavior Rules for actions
taken in conformity with the
Commission-approved market rules
adopted by an ISO or RTO identify
behaviors that are presumptively not
fraudulent and hence would not be
violations of this final rule.

60. The issue of applying the time
limits set forth in the Market Behavior
Rules to this final rule will be dealt with
below.

G. Statute of Limitations
1. Comments

61. Some commenters urged the
Commission to adopt an explicit statute
of limitations period for the proposed
rules.120 For example, NiSource cites
the Sarbanes-Oxley Act in support of its
argument that the Commission require
actions under the final rule be
commenced within two years of
discovery of a violation, but in no event
more than five years after occurrence of
a violation.121 AEP cites a private rights
of action under SEC Rule 10b-5 in
support of its argument for three-year
limitations period, and EEI argues the
Commission should follow the five-year
statute of limitations contained in 28
U.S.C. 2462 and adopt the 90-day
provision of the Market Behavior Rules
to require that an action must be filed
within 90 days after the end of the
calendar quarter in which the alleged
violation of the final rule occurred or, if
later, 90 days after the complainant
knew or should have known that the
alleged violation of the final rule
occurred.122

2. Commission Determination

62. There is no explicit statute of
limitations set forth in NGA section 4A
or in FPA section 222, and no statute of

118 See Prohibition of Energy Market
Manipulation, 113 FERC { 61,067 at P 15 (2005).
119 See 113 FERC q 61,190 at P 18 (2005); 113
FERC 61,189 at P 15 (2005).

120 See, e.g., AEP at 3; EEI at 19-21; NGSA at 2,
5, 8; NiSource at 9.

121 NiSource at 3.

122 AEP at 3; EEI at 19-20.
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limitations of general applicability
appears in the NGA or FPA. The
Commission declines to designate a
statute of limitations or otherwise adopt
an arbitrary time limitation on
complaints or enforcement actions that
may arise under NGA section 4A and
FPA section 222. We note, however, that
when a statutory provision under which
civil penalties may be imposed lacks its
own statute of limitations, the general
statute of limitations for collection of
civil penalties, 28 U.S.C. 2462,
applies.123 Section 2462 in 28 U.S.C.
imposes a five-year limitations period
on any “‘action, suit, or proceeding for
the enforcement of any civil fine,
penalty, or forfeiture, pecuniary or
otherwise.””124

63. The Commission, therefore, rejects
AEP’s call for a three-year limitations
period because that period applies only
in the context of private rights of action
under the securities laws, not to SEC
enforcement actions. For the same
reason, we reject NiSource’s argument
that a limitations period under the
Sarbanes-Oxley Act should apply to
actions we may bring under our
enforcement authority, and EEI's request
that the Commission apply to the final
rule the 90-day action limitation of the
existing Market Behavior Rules. We will
exercise prosecutorial discretion in
determining whether to pursue an
alleged violation based on all the facts
presented, including the time elapsed
since the violation is alleged to have
occurred, and will adhere to the five-
year statute of limitations where we
seek civil penalties.

H. Safe Harbors and Affirmative
Defenses

1. Comments

64. Several commenters suggest that
the Commission make explicit in the
language of proposed regulations certain
safe harbors. For example, they argue
that the following should be deemed
acceptable behavior: Actions or
transactions taken at the direction of an
RTO or ISO (similar to the affirmative
defense in Market Behavior Rule 2),
compliance with Midwest ISO’s market
monitoring program, actions or
transactions with a ““legitimate business
purpose,” and legitimate hedging
activity.125

123 See, e.g., United States v. Godbout-Bandal,
232 F.3d 637, 639 (8th Cir. 2000).

12428 U.S.C. 2462 (2000). The five-year limitation
runs ‘“from the date the claim first accrued.” Id. We
intend that any administrative action for violation
of the final rule be commenced within five years of
the date of the fraudulent or deceptive conduct.

125 See, e.g., AEP at 2; AGA at 5-6 (advocating a
safe harbor for “inadvertent’ errors); Ameren at 7;
DTE at 2—4; INGAA at 11; LG&E at 3; NGSA at 2,

65. Some commenters urge the
Commission to provide specific
examples of what would or would not
constitute market manipulation.126
NiSource argues that aiding and
abetting, as opposed to primary
violations, and actions taken pursuant
to Commission-approved tariffs, state
law, and Supreme Court precedent, as
well as minor errors, would not violate
the proposed rules.?2? Furthermore,
some commenters request a mechanism
for obtaining guidance on whether
proposed conduct violates the anti-
manipulation rules through a procedure
similar to the SEC’s No-Action Letter
process.128

2. Commission Determination

66. The Commission will address
issues relating to the Market Behavior
Rules, and the affirmative defenses or
safe harbors therein, in the FPA section
206 proceeding and NGA NOPR related
to the Market Behavior Rules in Docket
Nos. EL06—-16—000 and RM06-5—-000. As
noted in that proceeding, it is the
Commission’s intent to have a smooth
transition to the new anti-manipulation
regulations but not to leave gaps
between the adoption of the final rule
and any repeal or revision of the Market
Behavior Rules.

67. In all events, however, it is not
necessary to change the wording of the
final rule. The availability of safe harbor
presumptions of compliance and
affirmative defenses will be the same as
is currently the case under the Market
Behavior Rules. Thus, if a market
participant undertakes an action or
transaction that is explicitly
contemplated in Commission-approved
rules and regulations, we will presume
that the market participant is not in
violation of the final rule. If a market
participant undertakes an action or
transaction at the direction of an ISO or
RTO that is not approved by the
Commission, the market participant can
assert this as a defense for the action
taken.

5, 8—9 (seeking clarification that the proposed
regulations do not modify or supersede the
Commission’s policy statement on price reporting
or the related safe harbor provisions of that policy);
NiSource at 7; and SCANA at 3—4.

126 See, e.g., SCANA at 3-5 (arguing for an
explicit safe harbor for hedging transactions, and
that any violation of the “shipper must have title”
rule is a per se violation); NiSource at 7; and
Indicated Market Participants at 20-22 (requesting
specific guidance, including a non-exclusive list, of
what would and would not be considered
manipulative conduct, to aid in internal training
and compliance programs).

127 NiSource at 6-9.

128 See, e.g., First Energy at 15-16; INGAA at 11.

I. Procedures for Handling Manipulation
Claims

1. Comments

68. Some commenters seek
clarification on how claims of market
manipulation will be processed by the
Commission. PG&E asks for procedures
that will permit involvement of affected
market participants in manipulation
complaints, including intervention and
full participation by affected parties,
and availability of all remedies,
including disgorgement or returning
consumers to the condition they would
have been in, absent manipulation.
Doing so, PG&E asserts, would provide
due process for those damaged by
manipulation and would assure that the
Commission considers all relevant
factors in resolving the complaint.129
Cinergy, on the other hand, states that
it expects that complaints would be
filed pursuant to NGA section 5 or FPA
section 206, and that the Commission
should incorporate in the final rule
procedural requirements for filing
complaints. Cinergy also seeks
clarification on whether the
Commission intends to apply the
proposed regulations retroactively in
any manner.130 At the same time,
however, Cinergy also argues that the
Commission should explicitly urge
parties first to take concerns and
potential complaints to the Office of
Market Oversight and Investigations
Enforcement Hotline (Hotline). This,
Cinergy explains, would permit entities
accused of manipulation to present facts
and evidence without suffering the
potential harm within industry and the
investment community that could result
from an accusation of manipulation, and
could lead to faster settlement
resolutions of manipulation claims.131

69. EEI and INGAA also urge the
Commission to address the formal
process and procedures to be used in
resolving manipulation complaints,
including the burden of proof.132
INGAA and ISDA suggest the
Commission adopt a “Wells
submission” process like that of the SEC
in which an entity33 is given, at the end
of an investigation, notice of the
proposed charges and enforcement
action that staff intends to recommend
to the SEC, and an opportunity to
submit a written statement and

129 PG&E at 14-15.

130 Cinergy at 10.

131]d. at 10-12.

132 EET at 19-21; INGAA at 13.

133 The “Wells submission” process is set forth in
SEC regulations, 17 CFR 202.5(c) (2005).
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materials to refute staff’s
recommendation.134

2. Commission Determination

70. Congress enacted the statutory
prohibitions on market manipulation as
separate sections of the NGA and FPA,
giving the Commission anti-
manipulation authority that is
independent of other provisions of the
NGA and FPA, including NGA section
5 and FPA section 206. Accordingly, the
Commission rejects Cinergy’s suggestion
that complaints alleging manipulation
necessarily would rely on NGA section
5 or FPA section 206.13°% As to the
procedures to be followed when a
complaint alleging manipulation is
filed, the Commission will process the
filing under the procedures currently set
forth in Rule 206 of the Rules of Practice
and Procedure.?36 The Commission
rejects as unnecessary EEI's, INGAA’s,
and Cinergy’s suggestions that we
incorporate procedures into the final
rule. The requirements for filing
complaints are set out in Rule 206, and
the process for handling complaints,
including the allocation of the burden of
proof, is well-defined through
Commission case law. There is no need
for a special or separate set of
procedures for complaints arising from
our new anti-manipulation authority.

71. Cinergy states that the industry
needs to understand if there is to be any
retroactive application of the final rule.
The regulations adopted herein will
become effective upon publication in
the Federal Register. There can be no
violation of the final rule until it is
effective. The Market Behavior Rules,
however, have been in effect since
December 2003, and will remain in
effect pending the outcome of the
separate Docket Nos. EL06—-16—000 and
RMO06-5-000 proceedings.

72. To the extent Cinergy suggests that
no retroactive remedies should be used,
the Commission reiterates that a
complaint that alleges market
manipulation will proceed under NGA
section 4A or FPA section 222, utilizing
the procedural rules and mechanisms
generally applicable to NGA and FPA
proceedings. We reject any suggestion
that the Commission cannot remedy
manipulative conduct after it has
occurred, such as by ordering the

134INGAA at 12; ISDA Reply at 5.

135 Even if a complaint were to involve NGA
section 5 or FPA section 206 in some manner, that
does not mean that the Commission would be
limited only to prospective remedies, as Cinergy
seems to suggest. Certain violations are susceptible
of remedies from the time the violation occurred.
See, e.g., Consolidated Gas Transmission Corp., 771
F.2d 1536 (D.C. Cir. 1985) (retroactive remedy
available under NGA section 16).

136 18 CFR 385.206 (2005).

disgorgement of profits and/or imposing
a civil penalty. Congress did not limit
the Commission’s jurisdiction under
NGA section 4A or FPA section 222 to
prospective conduct and associated
remedies only. How the Commission
addresses market manipulation will
depend on the facts presented, but we
have significant discretion to shape
equitable remedies that achieve the
purpose of Congress’ enactment of anti-
manipulation provisions.?37 In devising
a remedy, the Commission will exercise
discretion to arrive at an appropriate
remedy 138 and will explore all equitable
considerations and practical
consequences of our action pursuant to
our statutory delegation.39

73. The Commission also declines to
accept Cinergy’s suggestion that we
explicitly urge parties first to bring
concerns and potential complaints to
the Hotline.140 Aggrieved entities
should be free to choose the approach
best suited to their circumstances, and
if an entity so chooses, the Hotline (or
other informal contact with the
Commission’s staff) is available for such
matters.

74. Turning to INGAA’s suggestion
that the Commission adopt what is
referred to as a “Wells submission” to
permit entities under investigation to
submit material to refute staff findings
and recommendations prior to
Commission action, we find that no new
process need be adopted here. The
Commission already has a regulation in
place that provides a company under
investigation with an opportunity to
present its views,141 and staff’s existing
practice is to present the company’s
views to the Commission as part of any
report or recommendation made by staff
following an investigation.

137 “[TThe Commission has broad authority to
fashion equitable remedies in a variety of settings.”
Columbia Gas Transmission Corp. v. FERC, 750
F.2d 105, 109 (DC Cir. 1984) and cases cited
therein. The courts have noted that ‘“‘the breadth of
agency discretion is, if anything, at zenith when the
action assailed relates primarily * * * to the
fashioning of policies, remedies, and sanctions
* * *to arrive at maximum effectuation of
Congressional objectives.” Niagara Mohawk Corp.
v. FPC, 379 F.2d 153, 159 (DC Cir. 1967).

138 Gulf Oil Corp. v. FPC, 536 F.2d 588 (3rd Cir.
1977), cert. denied, 434 U.S. 1062 (1978), reh’g
denied, 435 U.S. 981 (1978).

139 FPCv. Tennessee Gas Transmission Co., 371
U.S. 145 (1962); Continental Oil Co. v. FPC, 378
F.2d 510 (5th Cir. 1967).

140 See 18 CFR 1b.21 (2005)

141 See 18 CFR 1b.18 (2005).

J. Miscellaneous Issues

1. Use of “Entity” in place of “Person”
in sections 1c.1(a)(3) and 1c¢.2(a)(3)

a. Comments

75. Two commenters express concern
with the use of “person” in proposed
sections 47.1(a)(3) and 159.1(a)(3) and
urge the Commission to substitute
“entity”’ for “person.”” 142 Specifically,
APPA points out that under proposed
section 47.1(a)(3), it is unlawful “to
engage in any act, practice, or course of
business that operates or would operate
as a fraud or deceit upon any person”
(emphasis added) and that the
definition of “person” under the FPA
excludes municipalities. Thus,
according to APPA, an entity that
practices a “fraud or deceit” on a
municipality could argue that proposed
section 47.1(a)(3) does not apply
because the victim is not a “person”’
under the FPA.143 APGA makes a
similar argument with respect to
proposed section 159.1(a)(3).144

b. Commission Determination

76. The Commission agrees with these
commenters. It would be unfair and
unintended to prohibit fraudulent or
manipulative behavior by any entity,
including municipalities, but then not
cover fraud or deceit when it is
perpetrated against a municipality.
Accordingly, the Commission will
substitute the word “entity”” for
“person” in sections 1c¢.1(a)(3) and
1c.2(a)(3) of the final rule.145

2. Impact of New Regulations on the
Policy Statement on Natural Gas and
Electric Price Indices

a. Comments

77. NGSA requests that the
Commission clarify that the new
regulations do not modify or supersede
the Commission’s Policy Statement on
Natural Gas and Electric Price
Indices.146

b. Commission Determination

78. The Commission clarifies that the
new regulations are not intended to
modify or supersede the Commission’s
Policy Statement on Natural Gas and

142 See APGA at 10-11; APPA at 2—4.

143 APPA at 2-3.

144 APGA at 10.

145 As noted, the final rule will appear in 18 CFR
1c.1 and 1c.2 of the Commission’s Rules of General
Applicability, and the language change will be in
18 CFR 1c.1(a)(3) and 1c.2(a)(3).

146 NGSA at 8-9. See Policy Statement on Natural
Gas and Electric Price Indices, 104 FERC §61,121
(2003) (explaining the conditions under which the
Commission will give industry participants safe
harbor protection for good faith reporting of
transactions data to entities that develop price
indices).
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Electric Price Indices. That Policy
Statement provided guidance on how
market participants should report price
transaction information to price index
developers, and stated that if the Policy
Statement guidelines are followed,
participants would not be penalized for
inadvertent errors. We continue to
encourage market participants to
contribute to price formation and to
utilize the guidelines of the Policy
Statement when reporting pricing
information. We also note that if an
inadvertent error occurs, it would not
involve the scienter needed for
application of the final rule.

3. Special Pleading
a. Comments

79. AEP argues that the Commission
should discourage general allegations of
fraud by requiring parties that bring an
action under the proposed rule to plead
with “sufficient particularity” by
addressing eight items.147 Other
commenters, however, argue that the
Commission should not adopt special
pleading requirements beyond its notice
provisions and existing complaint
procedures.148

b. Commission Determination

80. Commenters’ concerns regarding
special pleading requirements are
clearly covered by Rule 206 of the
Commission’s Rules of Practice and
Procedure, which contains detailed
requirements as to the specificity
required by parties filing complaints
with the Commission. For instance,
under Rule 206(b)(1)—(2), a complaint
must “clearly identify the action or
inaction which is alleged to violate
applicable statutory or regulatory
requirements,” and must “‘explain how
the action violates statutory or
regulatory requirements.” 149 Similarly,

147 AEP at 3—4. The eight items are: (1) What
identifiable acts or omissions occurred, what
representations were made and why they were not
accurate but constituted a scheme or device to
defraud; (2) when and where each act occurred; (3)
who participated, that is, how each entity is related
to the case; (4) what specific documents contained
what specific misrepresentations or material
omissions; (5) how a party relied on the other
party’s actions; (6) whether the necessary element
of scienter was present; (7) when the purchase, sale,
or transmission of electric energy or natural gas
occurred; and (8) what the offending party gained
as a result of the fraud.

148 See, e.g., TDUS Reply at 9.

149 See Wisconsin Department of Natural
Resources v. Wisconsin River Power Company, 101
FERC § 61,108 at P 5 (2002) (rejecting complaint).
See also Union Electric Company, d/b/a AmerenUE,
93 FERC § 61,158 at 61,529 (2000) (denying a
request for a hearing, citing Rule 206(b)(1), (2), and
(8), and stating that ““[tlhe Commission’s rules
require a complaint not only to identify clearly the
action that is alleged to violate applicable statutory
standards or regulatory requirements, but to explain

in Order No. 663, the Commission sets
forth the requirement that issues must
be listed with specificity in a separate
section entitled “‘Statement of
Issues.” 150

IV. Regulatory Flexibility Act
Certification

81. The Regulatory Flexibility Act of
1980 151 generally requires a description
and analysis of a final rule that will
have significant economic impact on a
substantial number of small entities.152
The Commission is not required to make
such analyses if a rule would not have
such an effect.

82. The Commission concludes that
this final rule would not have such an
impact on small entities. This final rule
prohibits all entities, including small
entities, from employing manipulative
or deceptive devices or contrivances in
connection with energy markets subject
to the Commission’s jurisdiction, and
therefore may cause entities, including
potentially small entities, to increase
costs in order to comply. This
prohibition, however, will improve
market transparency to the economic
benefit of all entities, including small
entities. Therefore, the Commission
certifies that this final rule will not have
a significant economic impact on a
substantial number of small entities.
Therefore, no regulatory flexibility
analysis is required.

V. Information Collection Statement

83. This final rule implements the
existing requirements as set forth in
sections 315 and 1283 of EPAct 2005
and does not include new information
requirements under the provisions of
the Paperwork Reduction Act of 1995
(44 U.S.C. 3501 et seq.).

VI. Environmental Statement

84. The Commission is required to
prepare an Environmental Assessment

how the action violates those standards or
requirements, and to include all documents in the
complainant’s possession that support the facts in
the complaint”).

150 See Revision of Rules of Practice and
Procedure Regarding Issue Identification, 70 FR
55723 (2005), FERC Stats. & Regs. § 31,193 (2005).

1515 U.S.C. 601-612 (2000).

152 The RFA definition of “small entity” refers to
the definition provided in the Small Business Act,
which defines a “small business concern” as a
business which is independently owned and
operated and which is not dominant in its field of
operation. 15 U.S.C. 632 (2000). The Small Business
Size Standards component of the North American
Industry Classification System defines a small
electric utility as one that, including its affiliates,
is primarily engaged in the generation,
transmission, and/or distribution of electric energy
for sale and whose total electric output for the
preceding fiscal years did not exceed 4 million
MWh. 13 CFR 121.201 (Section 22, Utilities, North
American Industry Classification System, NAICS)
(2004).

or an Environmental Impact Statement
for any action that may have a
significant adverse effect on the human
environment.'%3 The Commission has
categorically excluded certain actions
from this requirement as not having a
significant effect on the human
environment. Included in the exclusion
are rules that are clarifying, corrective,
or procedural or that do not
substantially change the effect of the
regulations being amended.154 Thus, we
affirm the finding we made in the NOPR
that this final rule is procedural in
nature and therefore falls under this
exception; consequently, no
environmental consideration would be
necessary.

VII. Document Availability

85. In addition to publishing the full
text of this document in the Federal
Register, the Commission provides all
interested persons an opportunity to
view and/or print the contents of this
document via the Internet through the
Commission’s Home Page (http://
www.ferc.gov) and in the Commission’s
Public Reference Room during normal
business hours (8:30 a.m. to 5 p.m.
Eastern time) at 888 First Street, NE.,
Room 2A, Washington, DC 20426.

86. From the Commission’s Home
Page on the Internet, this information is
available in the eLibrary. The full text
of this document is available on
eLibrary both in PDF and Microsoft
Word format for viewing, printing, and/
or downloading. To access this
document in eLibrary, type the docket
number excluding the last three digits of
this document in the docket number
field.

87. User assistance is available for
eLibrary and the Commission’s Web site
during normal business hours. For
assistance, please contact Online
Support at 1-866—208-3676 (toll free) or
202-502-6652 (e-mail at
FERCOnlineSupport@FERC.gov), or the
Public Reference Room at 202-502—
8371, TTY 202-502-8659 (e-mail at
public.referenceroom@ferc.gov).

VIII. Effective Date and Congressional
Notification

88. This final rule will take effect
upon publication in the Federal
Register. The Commission has
determined, with the concurrence of the
Administrator of the Office of
Information and Regulatory Affairs of
the Office of Management and Budget,
that this rule is not a major rule within

153 Regulations Implementing the National
Environmental Policy Act, Order No. 486, 52 FR
47897 (1987), FERC Stats. & Regs. § 30,783 (1987).

15418 CFR 380.4(a)(2)(ii) (2005).
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the meaning of section 251 of the Small
Business Regulatory Enforcement
Fairness Act of 1996.155 The
Commission will submit the final rule to
both houses of Congress and the
Government Accountability Office.156
89. A non-major rule goes into effect
“as otherwise provided by law after
submission to Congress.” 157 The
effective date may be sooner if the
agency ‘““for good cause” finds that
“notice and public procedure thereon
are impracticable, unnecessary, or
contrary to the public interest.”” 158 The
Administrative Procedure Act (APA) 159
requires rulemakings to be published in
the Federal Register. The APA generally
mandates that publication or service of
a substantive rule not be made less than
30 days before its effective date. This
waiting period is not required, however,
if the agency finds “‘good cause” for
waiving the 30 day waiting period.160
90. The Commission finds that “good
cause” exists that makes further notice
and public procedure impracticable,
unnecessary, or contrary to the public
interest. The Commission has balanced
the necessity for immediate
implementation of this final rule against
the principles of fundamental fairness
which require that all affected persons
be afforded reasonable time to prepare
for the effective date of this ruling. The
Commission is of the view that the
persistent high energy prices in the
wake of severe damage to the United
States energy infrastructure from the
hurricanes of 2005, together with the
potential for severe price events in the
event of cold winter weather during the
winter months of 2006, may present
opportunities for energy price
manipulation. It would be contrary to
the public interest to delay regulations
that implement Congressional intent to
prohibit manipulation in energy
markets. Immediate adoption of the
final rule will protect natural gas and
electricity markets from manipulative
conduct. Moreover, the public has had
an opportunity to comment on the
proposed rules, and the final rule being
adopted is substantively the same as the
rule that was proposed. Finally, the
conduct proscribed by the final rule is
similar to the conduct already
proscribed by the Market Behavior
Rules. Market participants should not
have difficulty preparing to comply
with a rule that bars manipulation in
energy markets, particularly since many

1555 U.S.C. 804(2) (2000).

156 5 1U.S.C. 801(a)(1)(A) (2000).
1575 U.S.C. 801(a)(4) (2000).
158 5 1J.S.C. 808(2) (2000).

1595 U.S.C. 551, et seq. (2000).
1605 U.S.C. 553(d)(3) (2000).

such participants are currently subject
to the existing Market Behavior Rule
provisions prohibiting manipulation.
This final rule, therefore, will be made
effective upon publication in the
Federal Register.

List of Subjects in 18 CFR Part 1c

Electric utilities, Natural gas.

By the Commission.
Magalie R. Salas,
Secretary.

m In consideration of the foregoing,
under the authority of EPAct 2005, the
Commission amends Chapter I, Title 18,
Code of Federal Regulations, by adding
Part 1c to read as follows:

PART 1c—PROHIBITION OF ENERGY
MARKET MANIPULATION

Sec.

1c.1 Prohibition of natural gas market
manipulation.

1c.2 Prohibition of electric energy market
manipulation.

Authority: 15 U.S.C. 717-717z; 16 U.S.C.
791-825r, 2601-2645; 42 U.S.C. 7101-7352.

§1c.1 Prohibition of natural gas market
manipulation.

(a) It shall be unlawful for any entity,
directly or indirectly, in connection
with the purchase or sale of natural gas
or the purchase or sale of transportation
services subject to the jurisdiction of the
Commission,

(1) To use or employ any device,
scheme, or artifice to defraud,

(2) To make any untrue statement of
a material fact or to omit to state a
material fact necessary in order to make
the statements made, in the light of the
circumstances under which they were
made, not misleading, or

(3) To engage in any act, practice, or
course of business that operates or
would operate as a fraud or deceit upon
any entity.

(b) Nothing in this section shall be
construed to create a private right of
action.

§1c.2 Prohibition of electric energy
market manipulation.

(a) It shall be unlawful for any entity,
directly or indirectly, in connection
with the purchase or sale of electric
energy or the purchase or sale of
transmission services subject to the
jurisdiction of the Commission,

(1) To use or employ any device,
scheme, or artifice to defraud,

(2) To make any untrue statement of
a material fact or to omit to state a
material fact necessary in order to make
the statements made, in the light of the
circumstances under which they were
made, not misleading, or

(3) To engage in any act, practice, or
course of business that operates or
would operate as a fraud or deceit upon
any entity.

(b) Nothing in this section shall be
construed to create a private right of
action.

Note: The following Appendix will not be
published in the Code of Federal Regulations.

Appendix—List of Parties Filing
Comments and Reply Comments and
Acronyms

Ameren Services Co. (Ameren)

American Electric Power Service Corporation
(AEP)

American Gas Association (AGA)

American Public Gas Association (APGA)

* *

American Public Power Association (APPA)
* %

Association of Oil Pipelines (AOPL)

BP Energy Co. (BP)

Cinergy Services, Inc. (Cinergy) * *

Constellation Energy Group, Inc., DTE Energy
Company and Sempra Energy (Indicated
Market Participants)

DTE Energy Company (DTE)

Edison Electric Institute (EEI) * *

Electric Power Supply Association (EPSA)

FirstEnergy Service Co. (FirstEnergy)

International Swaps and Derivatives
Association, Inc. (ISDA) * *

Interstate Natural Gas Association of America
(INGAA)

LG&E Energy LLC (LG&E)

Midwest Independent Transmission System
Operator, Inc. (Midwest ISO)

Missouri Public Service Commission

National Association of Regulatory Utility
Commissioners (NARUC) * *

National Association of State Utility
Consumer Advocates (NASUCA)

National Rural Electric Cooperative
Association (NRECA) *

Natural Gas Supply Association (NGSA)

New Jersey Board of Public Utilities (NJBPU)

NiSource, Inc. (NiSource)

Pacific Gas and Electric Co. (PG&E)

PNM Resources, Inc. (PNM) *

Progress Energy Inc. (Progress)

SCANA Energy Marketing, Inc. (SCANA)

Southern California Edison Company (SCE)

States of Illinois, Iowa, Minnesota, Missouri
and Wisconsin (States)

SUEZ Energy North America, Inc. (SUEZ)

Transmission Dependent Utility Systems
(TDUS) *

Xcel Energy Services Inc. (Xcel)

* Entities filing reply comments only.

* * Entities filing reply comments in addition
to initial comments.

[FR Doc. 06-716 Filed 1-25-06; 8:45 am]|
BILLING CODE 6717-01-P
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1
[TD 9242]
RIN 1545-BA06; 1545-BD76

Statutory Mergers and Consolidations

AGENCY: Internal Revenue Service (IRS),
Treasury.
ACTION: Final regulations.

SUMMARY: This document contains final
regulations that define the term
statutory merger or consolidation as that
term is used in section 368(a)(1)(A) of
the Internal Revenue Code, concerning
corporate reorganizations. These final
regulations affect corporations engaging
in statutory mergers and consolidations,
and their shareholders.

DATES: Effective Date: These regulations
are effective January 23, 2006.

FOR FURTHER INFORMATION CONTACT:
Richard M. Heinecke, at (202) 622-7930
(not a toll free number).

SUPPLEMENTARY INFORMATION:

Background

The Internal Revenue Code of 1986
(Code) provides for general
nonrecognition treatment for
reorganizations described in section 368
of the Code. Section 368(a)(1)(A)
provides that the term reorganization
includes a statutory merger or
consolidation. On January 24, 2003, the
IRS and Treasury Department published
temporary regulations (TD 9038) in the
Federal Register (68 FR 3384) (the 2003
temporary regulations), along with a
notice of proposed rulemaking by cross-
reference to the temporary regulations
(REG-126485—01) (the 2003 proposed
regulations), defining statutory merger
or consolidation. The 2003 temporary
regulations generally provide that a
statutory merger or consolidation is a
transaction effected pursuant to the laws
of the United States or a State or the
District of Columbia, in which, as a
result of the operation of such laws, all
of the assets and liabilities of the target
corporation are acquired by the
acquiring corporation and the target
corporation ceases its separate legal
existence for all purposes. Under the
2003 temporary regulations, the merger
of a target corporation into a limited
liability company that is disregarded as
a separate entity from the acquiring
corporation for Federal income tax
purposes may qualify as a statutory
merger or consolidation.

No public hearing regarding the 2003
proposed regulations was requested or

held. Nonetheless, a number of
comments were received.

As described above, under the 2003
temporary regulations, a transaction can
only qualify as a statutory merger or
consolidation if the transaction is
effected “pursuant to the laws of the
United States, or a State or the District
of Columbia.” Given that many foreign
jurisdictions have merger or
consolidation statutes that operate in
material respects like those of the states,
on January 5, 2005, the IRS and
Treasury Department proposed
regulations (the 2005 proposed
regulations) containing a revised
definition of statutory merger or
consolidation that allows transactions
effected pursuant to the statutes of a
foreign jurisdiction or of a United States
possession to qualify as a statutory
merger or consolidation (70 FR 746).
Simultaneously with the publication of
the 2005 proposed regulations, the IRS
and Treasury Department published a
notice of proposed rulemaking
proposing amendments to the
regulations under sections 358, 367, and
884 to reflect that, under the 2005
proposed regulations, a transaction
involving a foreign entity and a
transaction effected pursuant to the laws
of a foreign jurisdiction may qualify as
a statutory merger or consolidation (the
foreign regulations).

Explanation of Provisions

The IRS and Treasury Department
have received comments regarding the
2005 proposed regulations and the
foreign regulations. This Treasury
decision adopts the 2005 proposed
regulations as final regulations, with
certain technical changes. The foreign
regulations are adopted as final
regulations in a separate Treasury
decision. The following sections
describe a number of the most
significant comments received with
respect to the 2003 proposed regulations
and the 2005 proposed regulations and
the extent to which they have been
adopted in the final regulations.

A. State Law Conversions

A number of commentators have
questioned whether under the 2003
temporary regulations a transaction
involving a state law conversion of a
corporation into a limited liability
company that is disregarded as an entity
separate from its owner for Federal
income tax purposes can qualify as a
statutory merger or consolidation under
section 368(a)(1)(A). For example,
suppose A, a corporation, acquires all of
the stock of T, a corporation, in
exchange for consideration 50 percent of
which is A voting stock and 50 percent

of which is cash. As part of an
integrated transaction, immediately after
the stock acquisition, T files a form with
the secretary of state of its state of
organization to convert its form of
organization from a corporation to a
limited liability company. Some
commentators have suggested that the
conversion of T into a single member
limited liability company disregarded as
an entity separate from A should be
treated like the merger of T into a pre-
existing single member limited liability
company that is disregarded as an entity
separate from A. In the latter case, the
overall transaction may qualify as a
statutory merger or consolidation of T
into A under the 2003 temporary
regulations. Commentators have
suggested that there is no policy reason
to require T to actually merge into the
entity that is disregarded as separate
from A for A’s acquisition of the T
assets to qualify as a statutory merger or
consolidation. Although the conversion
does not involve the fusion under state
or local law of a target corporation into
a pre-existing entity, it is similar to a
statutory merger in that it accomplishes
simultaneously the transfer for Federal
income tax purposes of all of the assets
of the target corporation to the acquiring
corporation and the elimination for
Federal income tax purposes of the
target corporation as a corporation.

A similar question arises when the
target corporation is an eligible entity
under § 301.7701-3(a), rather than a per
se corporation, and the status of the
target for Federal income tax purposes
is changed through an Entity
Classification Election under
§ 301.7701-3 rather than through a
conversion under state law. In this case,
no action under state or local law effects
the transfer of the assets of the target
corporation to the acquiring
corporation. Nevertheless, the election
also accomplishes the simultaneous
transfer for Federal income tax purposes
of all of the assets of the target
corporation to the acquiring corporation
and the elimination for Federal income
tax purposes of the target corporation as
a corporation.

As described above, the 2003
temporary regulations provide that a
transaction can only qualify as a
statutory merger or consolidation if the
target corporation ceases its separate
legal existence for all purposes. The
final regulations retain this requirement.
In a conversion, the target corporation’s
legal existence does not cease to exist
under state law. Its legal existence
continues in a different form. Therefore,
a stock acquisition of a target
corporation followed by the conversion
of the target corporation from a
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corporation to a limited liability
company under state law cannot qualify
as a statutory merger or consolidation
under these final regulations.
Consequently, pending further
consideration of this issue, these final
regulations clarify that such an
acquisition cannot qualify as a statutory
merger or consolidation.

Nevertheless, the IRS and Treasury
Department are considering whether a
stock acquisition followed by a
conversion of the acquired corporation
to an entity disregarded as separate from
its corporate owner, and whether a stock
acquisition followed by a change in the
entity classification of the acquired
entity from a corporation to an entity
disregarded as separate from its
corporate owner, should be permitted to
qualify as a statutory merger or
consolidation. The IRS and Treasury
Department are interested in receiving
comments in this regard. In addition,
the IRS and Treasury Department are
interested in comments regarding what
implications, if any, permitting these
two-step transactions to qualify as a
statutory merger or consolidation would
have on Revenue Ruling 67-274 (1967—
2 C.B. 141) (ruling that an acquisition of
stock of a target corporation followed by
a liquidation of the target corporation
qualified as a reorganization under
section 368(a)(1)(C)) and Revenue
Ruling 72-405 (1972-2 C.B. 217) (ruling
that a forward triangular merger of a
subsidiary of an acquiring corporation
followed by a liquidation of the
subsidiary qualified as a reorganization
under section 368(a)(1)(C)).

B. Existence and Composition of the
Transferee Unit

The 2003 proposed regulations
generally require that, in order for a
transaction to qualify as a statutory
merger or consolidation, all of the assets
and liabilities of each member of the
transferor combining unit become the
assets and liabilities of one or more
members of one other combining unit
(the transferee unit). For this purpose, a
combining unit is a combining entity
and all of its disregarded entities and a
combining entity is a business entity
that is a corporation (as defined in
§301.7701-2(b)) that is not a
disregarded entity). As described above,
the definition of statutory merger or
consolidation allows for the possibility
that a merger of a corporation into an
entity disregarded as an entity separate
from an acquiring corporation could
qualify as a statutory merger or
consolidation.

One commentator stated that while it
is clear that the existence and
composition of the transferor unit are

tested only immediately before the
transaction and that the existence and
composition of the transferee unit are
tested immediately after the transaction,
it is not clear whether the existence and
composition of the transferee unit are
also tested immediately prior to the
transaction. This ambiguity, the
commentator argued, creates
uncertainty as to whether the following
transaction can qualify as a statutory
merger or consolidation: A and T, both
corporations, together own all of the
membership interests in P, a limited
liability company that is treated as a
partnership for Federal income tax
purposes. T merges into P. In the
merger, the shareholders of T exchange
their T stock for A stock. As a result of
the merger, P becomes an entity that is
disregarded as an entity separate from
A. If the existence and composition of
the transferee unit were tested only after
the transaction, the transaction could
qualify as a statutory merger or
consolidation. However, if the existence
and composition of the transferee unit
were tested both before and after the
transaction, the transaction would not
qualify for tax-free treatment because,
before the merger, P is not a member of
the transferee unit because it is not
treated as an entity that is disregarded
as an entity separate from A for Federal
income tax purposes.

The IRS and Treasury Department
believe that the transaction described
should qualify as a statutory merger or
consolidation. Accordingly, these final
regulations include an example that
illustrates that the existence and
composition of the transferee unit is not
tested immediately prior to the
transaction but instead is only tested
immediately after the transaction.
Therefore, the merger of T into P may
qualify as a statutory merger or
consolidation. Moreover, A would be a
party to the reorganization, permitting
nonrecognition under the operative
reorganization provisions of subchapter
C of the Code.

Treating the merger of T into P as a
reorganization raises questions as to the
tax consequences of the transaction to
the parties, including whether gain or
loss may be recognized under the
partnership rules of subchapter K as a
result of the termination of P. Similar
questions are raised in a merger of T
directly into A that qualifies as a
reorganization where, in the transaction,
P becomes disregarded as an entity
separate from A for Federal income tax
purposes. The IRS and Treasury
Department are considering the tax
consequences in these cases, including
the extent to which the principles of
Revenue Ruling 99-6 apply in these

situations and, if they do apply, their
consequences. The IRS and Treasury
Department request comments in this
regard.

C. Consolidations and Amalgamations

Questions have arisen regarding the
application of the definition of statutory
merger or consolidation to transactions
that are effected under state law
consolidation statutes and foreign law
amalgamation statutes. In a state law
consolidation and a foreign law
amalgamation, typically, two or more
corporations combine and continue in
the resulting entity, which is a new
corporation that is formed in the
consolidation transaction. Some
commentators have asked whether a
consolidation or an amalgamation can
qualify as a statutory merger or
consolidation under section 368(a)(1)(A)
if effected pursuant to a law that
provides that the consolidating or
amalgamating corporations continue as
one corporation in the resulting
corporation. Those commentators are
concerned that, because the existence of
each of the consolidating corporations
or amalgamating corporations continues
in the resulting corporation, the
requirement that the transferee
corporation cease its separate legal
existence for all purposes may not be
satisfied.

The IRS and Treasury Department
believe that the fact that the existence of
the consolidating or amalgamating
corporations continues in the resulting
corporation will not prevent a
consolidation from qualifying as a
statutory merger or consolidation under
the 2003 temporary regulations. The
2003 temporary regulations require that
the separate legal existence of the target
corporation ceases. In a consolidation or
an amalgamation, even if the governing
law provides that the existence of the
consolidating or amalgamating entities
continues in the resulting corporation,
the separate legal existence of the
consolidating or amalgamating entities
does in fact cease. Therefore, the IRS
and Treasury Department do not believe
that the fact that the existence of the
consolidating or amalgamating entities
continues in the resulting corporation
prevents a consolidation or an
amalgamation from qualifying as a
statutory merger or consolidation.

Other commentators have questioned
whether a consolidation or
amalgamation of two operating
corporations can involve a
reorganization under section
368(a)(1)(F) with respect to one and a
reorganization under section
368(a)(1)(A) with respect to the other.
For example, suppose that X and Y,
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both operating corporations, consolidate
pursuant to state law. In the
consolidation, X and Y resultin Z, a
new corporation. The shareholders of X
and Y surrender their X and Y stock,
respectively, in exchange for Z stock.
Some commentators have suggested that
the consolidation could be viewed as a
transfer by X of its assets and liabilities
to Z in a reorganization under section
368(a)(1)(F) followed by a merger of Y
into Z in a reorganization under section
368(a)(1)(A). Alternatively, it could be
viewed as a transfer by Y of its assets
and liabilities to Z in a reorganization
under section 368(a)(1)(F) followed by a
merger of X into Z in a reorganization
under section 368(a)(1)(A). The IRS and
Treasury Department intend to further
study this issue in connection with their
separate study of reorganizations under
section 368(a)(1)(F).

Questions have also arisen regarding
the application of the definition of
statutory merger or consolidation to
triangular transactions involving
consolidations and amalgamations. For
example, suppose that A seeks to
acquire both X and Y, each in exchange
for consideration that is 50 percent A
voting stock and 50 percent cash. Under
state law, X and Y consolidate into Z,

a corporation that results from the
acquisition transaction as a wholly
owned subsidiary of A. The IRS and
Treasury Department believe that a
triangular consolidation or
amalgamation should be tested under
the reorganization rules as a forward
triangular merger of each of the
consolidating or amalgamating
corporations into a wholly owned
subsidiary of the parent corporation.
Such a transaction might qualify as a
statutory merger or consolidation
pursuant to the rules of section
368(a)(2)(D). The IRS and Treasury
Department recognize that in triangular
consolidations and triangular
amalgamations, the corporation the
stock of which is used in the transaction
(A) does not control the acquiring
corporation (Z) immediately before the
transaction. Nonetheless, the IRS and
Treasury Department do not believe that
section 368(a)(2)(D) requires the
corporation the stock of which is used
in the transaction to control the
acquiring corporation immediately prior
to the transaction and that such
corporation’s control of the acquiring
corporation immediately after the
transaction is sufficient to satisfy that
requirement of section 368(a)(2)(D).
Therefore, these final regulations
include an example that illustrates the
application of section 368(a)(2)(D) to a
triangular amalgamation.

Special Analysis

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
also has been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations and, because these
regulations do not impose a collection
of information on small entities, the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Therefore, a
Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of
the Code, the proposed regulations
preceding these regulations were
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on their
impact on small business.

Drafting Information

The principal author of these final
regulations is Richard M. Heinecke of
the Office of Associate Chief Counsel
(Corporate). However, other personnel
from the IRS and Treasury Department
participated in their development.

List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Adoption of Amendments to the
Regulations

m Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

m Paragraph 1. The authority citation
for part 1 continues to read, in part, as
follows:

Authority: 26 U.S.C. 7805 * * *
m Par. 2. Section 1.368-2 is amended by
revising paragraph (b)(1) to read as
follows:

§1.368-2 Definition of terms.

(b)(1)(i) Definitions. For purposes of
this paragraph (b)(1), the following
terms shall have the following
meanings:

(A) Disregarded entity. A disregarded
entity is a business entity (as defined in
§301.7701-2(a) of this chapter) that is
disregarded as an entity separate from
its owner for Federal income tax
purposes. Examples of disregarded
entities include a domestic single
member limited liability company that
does not elect to be classified as a
corporation for Federal income tax
purposes, a corporation (as defined in
§301.7701-2(b) of this chapter) that is a
qualified REIT subsidiary (within the

meaning of section 856(i)(2)), and a
corporation that is a qualified
subchapter S subsidiary (within the
meaning of section 1361(b)(3)(B)).

(B) Combining entity. A combining
entity is a business entity that is a
corporation (as defined in § 301.7701—
2(b) of this chapter) that is not a
disregarded entity.

(C) Combining unit. A combining unit
is composed solely of a combining
entity and all disregarded entities, if
any, the assets of which are treated as
owned by such combining entity for
Federal income tax purposes.

(ii) Statutory merger or consolidation
generally. For purposes of section
368(a)(1)(A), a statutory merger or
consolidation is a transaction effected
pursuant to the statute or statutes
necessary to effect the merger or
consolidation, in which transaction, as
a result of the operation of such statute
or statutes, the following events occur
simultaneously at the effective time of
the transaction—

(A) All of the assets (other than those
distributed in the transaction) and
liabilities (except to the extent such
liabilities are satisfied or discharged in
the transaction or are nonrecourse
liabilities to which assets distributed in
the transaction are subject) of each
member of one or more combining units
(each a transferor unit) become the
assets and liabilities of one or more
members of one other combining unit
(the transferee unit); and

(B) The combining entity of each
transferor unit ceases its separate legal
existence for all purposes; provided,
however, that this requirement will be
satisfied even if, under applicable law,
after the effective time of the
transaction, the combining entity of the
transferor unit (or its officers, directors,
or agents) may act or be acted against,
or a member of the transferee unit (or its
officers, directors, or agents) may act or
be acted against in the name of the
combining entity of the transferor unit,
provided that such actions relate to
assets or obligations of the combining
entity of the transferor unit that arose,
or relate to activities engaged in by such
entity, prior to the effective time of the
transaction, and such actions are not
inconsistent with the requirements of
paragraph (b)(1)(ii)(A) of this section.

(iii) Examples. The following
examples illustrate the rules of
paragraph (b)(1) of this section. In each
of the examples, except as otherwise
provided, each of R, V, Y, and Zisa C
corporation. X is a domestic limited
liability company. Except as otherwise
provided, X is wholly owned by Y and
is disregarded as an entity separate from
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Y for Federal income tax purposes. The
examples are as follows:

Example 1. Divisive transaction pursuant
to a merger statute. (i) Facts. Under State W
law, Z transfers some of its assets and
liabilities to Y, retains the remainder of its
assets and liabilities, and remains in
existence for Federal income tax purposes
following the transaction. The transaction
qualifies as a merger under State W corporate
law.

(ii) Analysis. The transaction does not
satisfy the requirements of paragraph
(b)(1)(ii)(A) of this section because all of the
assets and liabilities of Z, the combining
entity of the transferor unit, do not become
the assets and liabilities of Y, the combining
entity and sole member of the transferee unit.
In addition, the transaction does not satisfy
the requirements of paragraph (b)(1)(ii)(B) of
this section because the separate legal
existence of Z does not cease for all purposes.
Accordingly, the transaction does not qualify
as a statutory merger or consolidation under
section 368(a)(1)(A).

Example 2. Merger of a target corporation
into a disregarded entity in exchange for
stock of the owner. (i) Facts. Under State W
law, Z merges into X. Pursuant to such law,
the following events occur simultaneously at
the effective time of the transaction: all of the
assets and liabilities of Z become the assets
and liabilities of X and Z’s separate legal
existence ceases for all purposes. In the
merger, the Z shareholders exchange their
stock of Z for stock of Y.

(ii) Analysis. The transaction satisfies the
requirements of paragraph (b)(1)(ii) of this
section because the transaction is effected
pursuant to State W law and the following
events occur simultaneously at the effective
time of the transaction: all of the assets and
liabilities of Z, the combining entity and sole
member of the transferor unit, become the
assets and liabilities of one or more members
of the transferee unit that is comprised of Y,
the combining entity of the transferee unit,
and X, a disregarded entity the assets of
which Y is treated as owning for Federal
income tax purposes, and Z ceases its
separate legal existence for all purposes.
Accordingly, the transaction qualifies as a
statutory merger or consolidation for
purposes of section 368(a)(1)(A).

Example 3. Merger of a target S corporation
that owns a QSub into a disregarded entity.
(i) Facts. The facts are the same as in
Example 2, except that Z is an S corporation
and owns all of the stock of U, a QSub.

(ii) Analysis. The deemed formation by Z
of U pursuant to § 1.1361-5(b)(1) (as a
consequence of the termination of U’s QSub
election) is disregarded for Federal income
tax purposes. The transaction is treated as a
transfer of the assets of U to X, followed by
X’s transfer of these assets to U in exchange
for stock of U. See § 1.1361-5(b)(3) Example
9. The transaction will, therefore, satisfy the
requirements of paragraph (b)(1)(ii) of this
section because the transaction is effected
pursuant to State W law and the following
events occur simultaneously at the effective
time of the transaction: all of the assets and
liabilities of Z and U, the sole members of the
transferor unit, become the assets and
liabilities of one or more members of the

transferee unit that is comprised of Y, the
combining entity of the transferee unit, and
X, a disregarded entity the assets of which Y
is treated as owning for Federal income tax
purposes, and Z ceases its separate legal
existence for all purposes. Moreover, the
deemed transfer of the assets of U in
exchange for U stock does not cause the
transaction to fail to qualify as a statutory
merger or consolidation. See § 368(a)(2)(C).
Accordingly, the transaction qualifies as a
statutory merger or consolidation for
purposes of section 368(a)(1)(A).

Example 4. Triangular merger of a target
corporation into a disregarded entity. (i)
Facts. The facts are the same as in Example
2, except that V owns 100 percent of the
outstanding stock of Y and, in the merger of
Z into X, the Z shareholders exchange their
stock of Z for stock of V. In the transaction,
Z transfers substantially all of its properties
to X.

(ii) Analysis. The transaction is not
prevented from qualifying as a statutory
merger or consolidation under section
368(a)(1)(A), provided the requirements of
section 368(a)(2)(D) are satisfied. Because the
assets of X are treated for Federal income tax
purposes as the assets of Y, Y will be treated
as acquiring substantially all of the properties
of Z in the merger for purposes of
determining whether the merger satisfies the
requirements of section 368(a)(2)(D). As a
result, the Z shareholders that receive stock
of V will be treated as receiving stock of a
corporation that is in control of Y, the
combining entity of the transferee unit that
is the acquiring corporation for purposes of
section 368(a)(2)(D). Accordingly, the merger
will satisfy the requirements of section
368(a)(2)(D).

Example 5. Merger of a target corporation
into a disregarded entity owned by a
partnership. (i) Facts. The facts are the same
as in Example 2, except that Y is organized
as a partnership under the laws of State W
and is classified as a partnership for Federal
income tax purposes.

(ii) Analysis. The transaction does not
satisfy the requirements of paragraph
(b)(1)(ii)(A) of this section. All of the assets
and liabilities of Z, the combining entity and
sole member of the transferor unit, do not
become the assets and liabilities of one or
more members of a transferee unit because
neither X nor Y qualifies as a combining
entity. Accordingly, the transaction cannot
qualify as a statutory merger or consolidation
for purposes of section 368(a)(1)(A).

Example 6. Merger of a disregarded entity
into a corporation. (i) Facts. Under State W
law, X merges into Z. Pursuant to such law,
the following events occur simultaneously at
the effective time of the transaction: all of the
assets and liabilities of X (but not the assets
and liabilities of Y other than those of X)
become the assets and liabilities of Z and X’s
separate legal existence ceases for all
purposes.

(ii) Analysis. The transaction does not
satisfy the requirements of paragraph
(b)(1)(ii)(A) of this section because all of the
assets and liabilities of a transferor unit do
not become the assets and liabilities of one
or more members of the transferee unit. The
transaction also does not satisfy the

requirements of paragraph (b)(1)(ii)(B) of this
section because X does not qualify as a
combining entity. Accordingly, the
transaction cannot qualify as a statutory
merger or consolidation for purposes of
section 368(a)(1)(A).

Example 7. Merger of a corporation into a
disregarded entity in exchange for interests
in the disregarded entity. (i) Facts. Under
State W law, Z merges into X. Pursuant to
such law, the following events occur
simultaneously at the effective time of the
transaction: all of the assets and liabilities of
Z become the assets and liabilities of X and
Z’s separate legal existence ceases for all
purposes. In the merger of Z into X, the Z
shareholders exchange their stock of Z for
interests in X so that, immediately after the
merger, X is not disregarded as an entity
separate from Y for Federal income tax
purposes. Following the merger, pursuant to
§301.7701-3(b)(1)(i) of this chapter, X is
classified as a partnership for Federal income
tax purposes.

(ii) Analysis. The transaction does not
satisfy the requirements of paragraph
(b)(1)(ii)(A) of this section because
immediately after the merger X is not
disregarded as an entity separate from Y and,
consequently, all of the assets and liabilities
of Z, the combining entity of the transferor
unit, do not become the assets and liabilities
of one or more members of a transferee unit.
Accordingly, the transaction cannot qualify
as a statutory merger or consolidation for
purposes of section 368(a)(1)(A).

Example 8. Merger transaction preceded by
distribution. (i) Facts. Z operates two
unrelated businesses, Business P and
Business Q, each of which represents 50
percent of the value of the assets of Z. Y
desires to acquire and continue operating
Business P, but does not want to acquire
Business Q. Pursuant to a single plan, Z sells
Business Q for cash to parties unrelated to Z
and Y in a taxable transaction, and then
distributes the proceeds of the sale pro rata
to its shareholders. Then, pursuant to State
W law, Z merges into Y. Pursuant to such
law, the following events occur
simultaneously at the effective time of the
transaction: all of the assets and liabilities of
Z related to Business P become the assets and
liabilities of Y and Z’s separate legal
existence ceases for all purposes. In the
merger, the Z shareholders exchange their Z
stock for Y stock.

(ii) Analysis. The transaction satisfies the
requirements of paragraph (b)(1)(ii) of this
section because the transaction is effected
pursuant to State W law and the following
events occur simultaneously at the effective
time of the transaction: all of the assets and
liabilities of Z, the combining entity and sole
member of the transeferor unit, become the
assets and liabilities of Y, the combining
entity and sole member of the transferee unit,
and Z ceases its separate legal existence for
all purposes. Accordingly, the transaction
qualifies as a statutory merger or
consolidation for purposes of section
368(a)(1)(A).

Example 9. State law conversion of target
corporation into a limited liability company.
(i) Facts. Y acquires the stock of V from the
V shareholders in exchange for consideration
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that consists of 50 percent voting stock of Y
and 50 percent cash. Immediately after the
stock acquisition, V files the necessary
documents to convert from a corporation to
a limited liability company under State W
law. Y’s acquisition of the stock of V and the
conversion of V to a limited liability
company are steps in a single integrated
acquisition by Y of the assets of V.

(ii) Analysis. The acquisition by Y of the
assets of V does not satisfy the requirements
of paragraph (b)(1)(ii)(B) of this section
because V, the combining entity of the
transferor unit, does not cease its separate
legal existence. Although V is an entity
disregarded from its owner for Federal
income tax purposes, it continues to exist as
a juridical entity after the conversion.
Accordingly, Y’s acquisition of the assets of
V does not qualify as a statutory merger or
consolidation for purposes of section
368(a)(1)(A).

Example 10. Dissolution of target
corporation. (i) Facts. Y acquires the stock of
Z from the Z shareholders in exchange for
consideration that consists of 50 percent
voting stock of Y and 50 percent cash.
Immediately after the stock acquisition, Z
files a certificate of dissolution pursuant to
State W law and commences winding up its
activities. Under State W dissolution law,
ownership and title to Z’s assets does not
automatically vest in Y upon dissolution.
Instead, Z transfers assets to its creditors in
satisfaction of its liabilities and transfers its
remaining assets to Y in the liquidation stage
of the dissolution. Y’s acquisition of the stock
of Z and the dissolution of Z are steps in a
single integrated acquisition by Y of the
assets of Z.

(ii) Analysis. The acquisition by Y of the
assets of Z does not satisfy the requirements
of paragraph (b)(1)(ii) of this section because
Y does not acquire all of the assets of Z as
a result of Z filing the certificate of
dissolution or simultaneously with Z ceasing
its separate legal existence. Instead, Y
acquires the assets of Z by reason of Z’s
transfer of its assets to Y. Accordingly, Y’s
acquisition of the assets of Z does not qualify
as a statutory merger or consolidation for
purposes of section 368(a)(1)(A).

Example 11. Merger of corporate partner
into a partnership. (i) Facts. Y owns an
interest in X, an entity classified as a
partnership for Federal income tax purposes,
that represents a 60 percent capital and
profits interest in X. Z owns an interest in X
that represents a 40 percent capital and
profits interest. Under State W law, Z merges
into X. Pursuant to such law, the following
events occur simultaneously at the effective
time of the transaction: all of the assets and
liabilities of Z become the assets and
liabilities of X and Z ceases its separate legal
existence for all purposes. In the merger, the
Z shareholders exchange their stock of Z for
stock of Y. As a result of the merger, X
becomes an entity that is disregarded as an
entity separate from Y for Federal income tax
purposes.

(ii) Analysis. The transaction satisfies the
requirements of paragraph (b)(1)(ii) of this
section because the transaction is effected
pursuant to State W law and the following
events occur simultaneously at the effective

time of the transaction: all of the assets and
liabilities of Z, the combining entity and sole
member of the transferor unit, become the
assets and liabilities of one or more members
of the transferee unit that is comprised of Y,
the combining entity of the transferee unit,
and X, a disregarded entity the assets of
which Y is treated as owning for Federal
income tax purposes immediately after the
transaction, and Z ceases its separate legal
existence for all purposes. Accordingly, the
transaction qualifies as a statutory merger or
consolidation for purposes of section
368(a)(1)(A).

Example 12. State law consolidation. (i)
Facts. Under State W law, Z and V
consolidate. Pursuant to such law, the
following events occur simultaneously at the
effective time of the transaction: all of the
assets and liabilities of Z and V become the
assets and liabilities of Y, an entity that is
created in the transaction, and the existence
of Z and V continues in Y. In the
consolidation, the Z shareholders and the V
shareholders exchange their stock of Z and V,
respectively, for stock of Y.

(ii) Analysis. With respect to each of Z and
V, the transaction satisfies the requirements
of paragraph (b)(1)(ii) of this section because
the transaction is effected pursuant to State
W law and the following events occur
simultaneously at the effective time of the
transaction: all of the assets and liabilities of
Z and V, respectively, each of which is the
combining entity of a transferor unit, become
the assets and liabilities of Y, the combining
entity and sole member of the transferee unit,
and Z and V each ceases its separate legal
existence for all purposes. Accordingly, the
transaction qualifies as the statutory merger
or consolidation of each of Z and V into Y
for purposes of section 368(a)(1)(A).

Example 13. Transaction effected pursuant
to foreign statutes. (i) Facts. Z and Y are
entities organized under the laws of Country
Q and classified as corporations for Federal
income tax purposes. Z and Y combine.
Pursuant to statutes of Country Q the
following events occur simultaneously: all of
the assets and liabilities of Z become the
assets and liabilities of Y and Z’s separate
legal existence ceases for all purposes.

(ii) Analysis. The transaction satisfies the
requirements of paragraph (b)(1)(ii) of this
section because the transaction is effected
pursuant to statutes of Country Q and the
following events occur simultaneously at the
effective time of the transaction: all of the
assets and liabilities of Z, the combining
entity of the transferor unit, become the
assets and liabilities of Y, the combining
entity and sole member of the transferee unit,
and Z ceases its separate legal existence for
all purposes. Accordingly, the transaction
qualifies as a statutory merger or
consolidation for purposes of section
368(a)(1)(A).

Example 14. Foreign law amalgamation
using parent stock. (i) Facts. Z and V are
entities organized under the laws of Country
Q and classified as corporations for Federal
income tax purposes. Z and V amalgamate.
Pursuant to statutes of Country Q, the
following events occur simultaneously: all
the assets and liabilities of Z and V become
the assets and liabilities of R, an entity that

is created in the transaction and that is
wholly owned by Y immediately after the
transaction, and Z’s and V’s separate legal
existences cease for all purposes. In the
transaction, the Z and V shareholders
exchange their Z and V stock, respectively,
for stock of Y.

(ii) Analysis. With respect to each of Z and
V, the transaction satisfies the requirements
of paragraph (b)(1)(ii) of this section because
the transaction is effected pursuant to
Country Q law and the following events
occur simultaneously at the effective time of
the transaction: all of the assets and liabilities
of Z and V, respectively, each of which is the
combining entity of a transferor unit, become
the assets and liabilities of R, the combining
entity and sole member of the transferee unit,
with regard to each of the above transfers,
and Z and V each ceases its separate legal
existence for all purposes. Because Y is in
control of R immediately after the
transaction, the Z shareholders and the V
shareholders will be treated as receiving
stock of a corporation that is in control of R,
the combining entity of the transferee unit
that is the acquiring corporation for purposes
of section 368(a)(2)(D). Accordingly, the
transaction qualifies as the statutory merger
or consolidation of each of Z and V into R,

a corporation controlled by Y, and is a
reorganization under section 368(a)(1)(A) by
reason of section 368(a)(2)(D).

(v) Effective date. This paragraph
(b)(1) applies to transactions occurring
on or after January 23, 2006. For rules
regarding statutory mergers or
consolidation occurring before January
23, 2006, see §1.368—2T as contained in
26 CFR part 1, revised April 1, 2005,
and §1.368—2(b)(1) as in effect before
January 24, 2003 (see 26 CFR part 1,
revised April 1, 2002).

* * * * *

§1.368-2T [Removed]
m Par. 3. Section 1.368—2T is removed.

Mark E. Matthews,

Deputy Commissioner for Services and
Enforcement.

Approved: January 17, 2006.
Eric Solomon,
Acting Deputy Assistant Secretary of the
Treasury (Tax Policy).
[FR Doc. 06-588 Filed 1-23-06; 11:43 am]
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1
[TD 9244]
RIN 1545-BC05; 1545-BE8S

Determination of Basis of Stock or
Securities Received in Exchange for,
or With Respect to, Stock or Securities
in Certain Transactions; Treatment of
Excess Loss Accounts

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains final
regulations under section 358 that
provide guidance regarding the
determination of the basis of stock or
securities received in exchange for, or
with respect to, stock or securities in
certain transactions. This document also
contains temporary regulations under
section 1502 that govern certain basis
determinations and adjustments of
subsidiary stock in certain transactions
involving members of a consolidated
group. The text of the temporary
regulations also serves as the text of the
proposed regulations set forth in the
notice of proposed rulemaking on this
subject in the Proposed Rules section in
this issue of the Federal Register. The
final and temporary regulations affect
shareholders of corporations.

DATES: Effective Date: The final and
temporary regulations are effective on
January 23, 2006.

Applicability Dates: Section 1.1502—
19T applies to adjustments and
determinations of basis of (including an
excess loss account in) the stock of a
member occurring on or after January
23, 2006. The applicability of §1.1502—
19T will expire on January 23, 2009.
FOR FURTHER INFORMATION CONTACT:
Theresa M. Kolish, (202) 622-7530 (not
a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

Section 358(a)(1) of the Internal
Revenue Code (Code) generally provides
that the basis of property received
pursuant to an exchange to which
section 351, 354, 355, 356, or 361
applies is the same as that of the
property exchanged, decreased by the
fair market value of any other property
(except money) received by the
taxpayer, the amount of any money
received by the taxpayer, and the
amount of loss to the taxpayer which
was recognized on such exchange, and

increased by the amount which was
treated as a dividend, and the amount
of gain to the taxpayer which was
recognized on such exchange (not
including any portion of such gain
which was treated as a dividend).
Section 358(b)(1) provides that, under
regulations prescribed by the Secretary,
the basis determined under section
358(a)(1) must be allocated among the
properties received in the exchange or
distribution.

On May 3, 2004, the IRS and Treasury
Department published a notice of
proposed rulemaking (REG-116564-03)
in the Federal Register (69 FR 24107)
that included regulations under section
358 (the proposed regulations)
providing guidance regarding the
determination of the basis of shares or
securities received in a reorganization
described in section 368 and a
distribution to which section 355
applies. The proposed regulations adopt
a tracing method pursuant to which the
basis of each share of stock or security
received in a reorganization under
section 368 is traced to the basis of each
surrendered share of stock or security,
and each share of stock or security
received in a distribution under section
355 is allocated basis from a share of
stock or security of the distributing
corporation. In the course of developing
the proposed regulations, the IRS and
Treasury Department considered
whether a tracing method or an
averaging method should be used to
determine the basis of stock and
securities received in such transactions.
The proposed regulations’ adoption of
the tracing method is based on the view
of the IRS and Treasury Department
that, in light of the carryover basis rule
of section 358, a reorganization is not an
event that justifies averaging the bases
of exchanged stock or securities that
have been purchased at different times
and at different prices. Moreover, the
adoption of the tracing method reflects
the concern of the IRS and Treasury
Department that averaging the bases of
exchanged blocks of stock or securities
may inappropriately limit the ability of
taxpayers to arrange their affairs and
may afford opportunities for the
avoidance of certain provisions of the
Code.

Under the proposed regulations, the
basis of each share of stock or security
received in an exchange to which
section 354, 355, or 356 applies is
generally the same as the basis of the
share or shares of stock or security or
securities exchanged therefor. In the
case of a distribution to which section
355 applies, the proposed regulations
provide that the basis of each share of
stock or security of the distributing

corporation is allocated between the
share of stock or security of the
distributing corporation and the share of
stock or security received with respect
to such share of stock or security of the
distributing corporation in proportion to
their fair market values.

If a shareholder or security holder is
unable to identify which particular
share (or portion of a share) of stock or
security is exchanged for, or received
with respect to, a particular share (or
portion of a share) of stock or security,
the proposed regulations permit the
shareholder or security holder to
designate which share or security is
received in exchange for, or in respect
of, which share or security. Such
designation, however, must be
consistent with the terms of the
exchange or distribution and must be
made on or before the first date on
which the basis of a share or security
received is relevant, for example, the
date on which a share or security
received is sold, or is transferred in an
exchange described in section 351 or
section 721 or a reorganization
described in section 368.

No public hearing regarding the
proposed regulations was requested or
held. However, several written and
electronic comments regarding the
proposed regulations were received.
After consideration of the comments,
the proposed regulations are adopted as
amended by this Treasury decision.

Explanation of Provisions

These final regulations retain the
tracing method of the proposed
regulations, but make several
modifications to the proposed
regulations in response to the comments
received. The following paragraphs
describe the most significant comments
received and the extent to which they
have been incorporated into these final
and temporary regulations.

A. Allocation of Consideration Received

As described above, in certain cases,
the proposed regulations permit a
shareholder to designate which share or
security is received in exchange for, or
with respect to, which share or security,
provided that the designation is
consistent with the terms of the
exchange or distribution. One
commentator observed that in certain
cases in which more than one class of
stock or securities is received in
exchange for more than one block of
stock, more than one designation may
be consistent with the terms of the
exchange. For example, suppose that A
owns two blocks of 100 shares of
Corporation X common stock. Each
block has a value of $100. A has an
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aggregate basis of $50 in one block and
an aggregate basis of $250 in the other
block. Pursuant to the terms of a
reorganization, A transfers both blocks
in exchange for 100 shares of
Corporation Y common stock with a
value of $100 and 100 shares of
Corporation Y preferred stock with a
value of $100. Under the proposed
regulations, A’s designation could
reflect that each of the Corporation Y
common stock and the Corporation Y
preferred stock are allocated to the
shares exchanged in proportion to their
fair market values. Therefore,
Corporation Y common stock with a fair
market value of $50 and Corporation Y
preferred stock with a fair market value
of $50 would be treated as received for
each block of Corporation X common
stock. Alternatively, A’s designation
could reflect that the low basis
Corporation X shares were exchanged
for Corporation Y common stock and
the high basis Corporation X shares
were exchanged for Corporation Y
preferred stock or vice versa. Other
designations would also seemingly be
permitted under the proposed
regulations. The commentator requested
clarification regarding whether these
designations would, in fact, be
permitted.

The IRS and Treasury Department
have considered the extent to which
taxpayers should be permitted to
designate which type of consideration is
received in exchange for particular
shares of stock or securities when more
than one designation is consistent with
the terms of the exchange. The IRS and
Treasury Department believe that this
issue is likely to arise only in cases in
which the target corporation is closely
held. In these cases, the shareholders
will likely have the ability to control the
terms of the exchange. These final
regulations confirm that, to the extent
the terms of the exchange specify which
shares of stock or securities are received
in exchange for a particular share of
stock or security or a particular class of
stock or securities, provided that such
terms are economically reasonable, such
terms will control for purposes of
determining the basis of the stock or
securities received. In addition, these
final regulations provide that, to the
extent the terms of the exchange do not
specify which shares of stock or
securities are received in exchange for a
particular share of stock or security or
a particular class of stock or securities,
a pro rata portion of the shares of stock
and securities of each class received is
treated as received in exchange for each
share of stock and security surrendered,
based on the fair market value of the

surrendered stock and securities. The
final regulations also include similar
rules that apply to distributions under
section 355.

B. Allocation of Boot Received

A number of commentators requested
guidance regarding the proper method
for allocating boot among the stock and
securities surrendered in an exchange or
the stock and securities with respect to
which a distribution is made. An
allocation of boot may be necessary to
compute the taxpayer’s gain recognized
in connection with a transaction and,
therefore, its basis in stock and
securities received. One commentator
suggested that a facts and circumstances
analysis (presumably one that examines
the terms of the exchange) should be
used to determine what nonrecognition
property received in an exchange is
allocable to particular shares or
securities surrendered. In cases in
which the facts and circumstances do
not suggest a particular allocation, the
commentator suggested that the boot
should be allocated pro rata among the
surrendered stock and securities. For
example, suppose A holds 100 shares of
Corporation T common stock and 100
shares of Corporation T preferred stock.
The common shares have an aggregate
basis of $10 and an aggregate fair market
value of $100 and the preferred shares
have an aggregate basis of $20 and an
aggregate fair market value of $100.
Corporation T merges with and into
Corporation X in a reorganization under
section 368. In the reorganization, A
exchanges its shares of Corporation T
common and preferred stock for 100
shares of Corporation X common stock
with an aggregate fair market value of
$100 and $100 of cash. If the cash were
allocated proportionately between the
common and preferred shares based on
their relative values, A would recognize
$50 of gain on its common shares and
$50 of gain on its preferred shares. If the
cash were allocated solely to the
common shares, A would recognize $90
of gain. If the cash were allocated solely
to the preferred shares, A would
recognize $80 of gain.

These final regulations adopt rules
governing the allocation of boot among
stock and securities surrendered (or
with respect to which a distribution is
made) that are consistent with those
rules described above regarding
designations of exchanges and
distributions when more than one class
of stock or securities is received in
exchange for, or received with respect
to, more than one block of stock. In
particular, this Treasury decision
includes regulations under section 356
that provide that, for purposes of

computing the gain, if any, recognized
on an exchange, to the extent the terms
of the exchange specify the other
property or money that is received in
exchange for a particular share of stock
or security surrendered, provided that
such terms are economically reasonable,
such terms control. This position is
consistent with the conclusions reached
in Revenue Ruling 74-515, 1974-2 C.B.
118 (suggesting that, for purposes of
computing gain recognized under
section 356 in the context of an
exchange the terms of which provided
for the exchange of common stock for
common stock and preferred stock for
cash, the terms of the exchange
governed). To the extent the terms of the
exchange do not specify the other
property or money that is received in
exchange for a particular share of stock
or security surrendered, a pro rata
portion of the other property and money
received is treated as received in
exchange for each share of stock and
security surrendered, based on the fair
market value of such surrendered share
of stock or security.

The IRS and Treasury Department are
aware that there is a question as to the
proper treatment of the basis of stock
exchanged for boot in the following
circumstances. This question arises, in
part, as a result of the operation of
section 356. Section 356 generally
applies if section 354 would apply to an
exchange but for the fact that the
property received in the exchange
consists not only of property permitted
by section 354 to be received without
the recognition of gain but also of other
property or money. Section 356(c)
provides that no loss realized from such
an exchange may be recognized.

Suppose A holds 100 shares of
Corporation T common stock and 100
shares of Corporation T preferred stock.
The common shares have an aggregate
basis of $10 and an aggregate fair market
value of $100 and the preferred shares
have an aggregate basis of $150 and an
aggregate fair market value of $100.
Corporation T merges with and into
Corporation X in a reorganization under
section 368. The terms of the exchange
specify that A exchanges its shares of
Corporation T common stock for 100
shares of Corporation X common stock
with an aggregate fair market value of
$100 and exchanges its shares of
Corporation T preferred stock for $100
of cash. Under these final regulations,
the terms of the exchange control for
purposes of determining gain under
section 356 and basis under section 358.
Under section 356(c), A realizes a gain
of $90 on the exchange of Corporation
T common stock for Corporation X
common stock, none of which is
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recognized under section 356 and A
takes an aggregate basis of $10 in the
shares of Corporation X common stock
received in the exchange. However, A
realizes a loss of $50 on the exchange
of Corporation T preferred stock for
cash. Therefore, A would not be entitled
to recognize any of the loss realized.
This conclusion is consistent with
Revenue Ruling 74-515. In that ruling,
a shareholder surrenders common stock
of the target corporation in exchange for
common stock of the acquiring
corporation and preferred stock of the
target corporation in exchange for cash.
The ruling concludes that the tax
consequences of the shareholder’s
exchange of preferred shares for cash are
governed by section 356 and any loss
realized is not recognized by reason of
section 356(c).

The IRS and Treasury Department are
considering, and request comments
regarding, whether regulations should
be adopted interpreting section 356 in a
manner that would permit a taxpayer,
such as A, in the circumstances
described above to recognize the loss in
these types of fact patterns. If an
approach permitting recognition of loss
in these cases is not adopted, then an
issue arises as to the proper treatment of
the basis of the shares with respect to
which the loss is realized but not
recognized, at least to the extent that
such basis exceeds the cash received in
respect of such shares. The IRS and
Treasury Department request comments
on the proper treatment of such basis.

C. Retained Shares of Stock or
Securities in Section 355 Exchanges

As described above, the proposed
regulations provide that the basis of
each share of stock or security received
in an exchange to which section 355
applies is generally the same as the
basis of the share or shares of stock or
security or securities exchanged
therefor. This rule applies even if the
exchanging shareholder or security
holder retains shares of stock or
securities in the distributing
corporation. If the shareholder or
security shareholder retains shares of
stock or securities in the distributing
corporation, the basis of those
instruments remains unaffected. One
commentator suggested that this
approach might be viewed as
inconsistent with the statutory language
of section 358(b)(2).

Section 358(b)(2) generally provides
that in allocating basis among the
property permitted to be received
without the recognition of gain or loss
in an exchange to which section 355
applies, there shall be taken into
account not only the property so

permitted to be received without the
recognition of gain or loss, but also the
stock or securities (if any) of the
distributing corporation that are
retained and the allocation of basis must
be made among all such properties.
Neither the statutory language of section
358(b)(2) nor its legislative history
indicates the method of allocation that
Congress contemplated when it enacted
this provision.

The IRS and Treasury Department
believe that the rule of the proposed
regulations is a reasonable approach to
the implementation of section 358(b)(2).
Nonetheless, the IRS and Treasury
Department did consider alternative
approaches.

For example, the IRS and Treasury
Department considered adopting an
approach that would aggregate the basis
of the shares of stock and securities of
the distributing corporation owned by a
particular shareholder and then would
allocate such basis among the shares of
stock and securities in the distributing
and controlled corporations owned by
that shareholder immediately after the
distribution based on their fair market
values. Such an approach would
effectively be an averaging approach for
certain types of exchanges, an approach
that is inconsistent with the view that
a reorganization is not an event that
justifies averaging the bases of
exchanged stock that had been
purchased at different times and at
different prices and that would result in
the inconsistent treatment of exchanges
under section 354, 355, and 356.

The IRS and Treasury Department
also considered adopting an approach
that would have treated the shareholder
or security holder as receiving a
distribution of stock or securities on
each share of stock or security that it
owned in the distributing corporation,
followed by a recapitalization of both
the distributing and controlled
corporations to reflect the shareholders’
and security holders’ actual stock and
security ownership immediately after
the transaction. The IRS and Treasury
Department, however, were concerned
that this approach would be complex
and inadministrable, especially in cases
in which a shareholder holds stock of
the distributing corporation in multiple
accounts.

For the reasons described above, these
two alternative approaches were
rejected. Therefore, these final
regulations do not alter the operation of
the rules of the proposed regulations in
this context.

D. Stockless Reorganizations

A number of commentators observed
that it is not clear how basis should be

determined in the case of a
reorganization in which no stock is
issued. Such a situation may arise in
reorganizations involving commonly
controlled acquiring and target
corporations where the issuance of
additional stock of the acquiring
corporation would constitute a
meaningless gesture. One commentator
suggested an approach that would treat
the acquiring corporation as issuing an
amount of stock equal to the fair market
value of the stock surrendered. The
basis of that deemed issued stock would
have a basis traced from the shares
surrendered in the reorganization under
the rules that would have applied had
the shareholder actually received such
stock. Then, the shareholder’s stock in
the acquiring corporation would be
treated as recapitalized. In the
recapitalization, the shareholder would
be treated as surrendering all of its
shares of the acquiring corporation,
including those shares owned
immediately prior to the reorganization
and those shares the shareholder is
deemed to receive, in exchange for the
shares that the shareholder actually
holds immediately after the
reorganization. The basis of the shares
that the shareholder actually owns
would be determined under the rules
that would have applied had the
recapitalization actually occurred with
respect to the shareholder’s actual
shares and the shares the shareholder is
deemed to have received.

For example, suppose P wholly owns
S1 and S2. P owns 100 shares of S1,
each of which has a basis of $1 and was
acquired on Date 1, and 100 shares of
S2, each of which has a basis of $2 and
was acquired on Date 2. The fair market
value of each share of the stock of each
of S1 and S2 is $1. S1 merges into S2
in a reorganization under section
368(a)(1)(D) in which P does not receive
any additional stock of S2. Under the
suggested approach, P would be treated
as receiving 100 shares of S2, each of
which has a fair market value of $1. The
basis of those additional 100 shares
would be determined as if P had
actually received those shares.
Therefore, each of those shares would
have a basis of $1. Then, to reflect that
P has only 100 shares of S2 stock rather
than 200 shares, S2 would be treated as
undergoing a reverse stock split in
which it exchanges two shares of its
stock for one share. The basis of each of
the 100 shares would be determined as
if the reverse stock split had actually
occurred. Therefore, 50 shares of P’s S2
stock would each have a basis of $2 and
would be treated as having been
acquired on Date 1 and the remaining 50



Federal Register/Vol. 71, No. 17/Thursday, January 26, 2006 /Rules and Regulations

4267

shares of P’s S2 stock would each have
a basis of $4 and would be treated as
having been acquired on Date 2.

The IRS and Treasury Department
believe that the approach suggested is
consistent with the general tracing
approach of the proposed regulations.
Accordingly, these final regulations
adopt the suggested approach for cases
in which a shareholder of the target
corporation receives no property or
property with a fair market value less
than that of the stock or securities the
shareholder surrendered in the
transaction.

E. Single Versus Split Basis Approaches

The proposed regulations provide that
if one share of stock or security is
received in exchange for, or with respect
to, more than one share of stock or
security or a fraction of a share of stock
or security is received, the basis of the
shares of surrendered stock or securities
must be allocated to the shares of stock
or securities received in a manner that
reflects, to the greatest extent possible,
that a share of stock or security received
is received in exchange for, or with
respect to, shares of stock or securities
that were acquired on the same date and
at the same price. The preamble states
that this rule avoids, to the greatest
extent possible, creating shares of stock
or securities with split holding periods.
Several commentators have requested
guidance regarding whether a share that
reflects the basis of several shares with
differing bases has a single, aggregated
basis or a split basis. For example,
suppose B has two shares of stock of T.
One of those shares has a basis of $1 and
was acquired on Date 1. The other share
has a basis of $2 and was acquired on
Date 2. A, a corporation, acquires the
assets of T in a reorganization under
section 368(a)(1)(A). In the
reorganization, B exchanges its two
shares of T stock for one share of A
stock. One possibility is that B has a
single, undivided $3 basis in its share of
A stock. Another possibility is that B
has a split basis in its share of A stock
such that half of the share is treated as
having a basis of $1 and the other half
is treated as having a basis of $2.

The IRS and Treasury Department
believe that because the single,
aggregated basis approach has the effect
of averaging the basis of more than one
share, it is inconsistent with the tracing
regime adopted in these final
regulations. Moreover, as suggested in
the preamble of the proposed
regulations, the IRS and Treasury
Department believe that it is possible for
a share to have a split holding period.
The IRS and Treasury Department
believe that the split basis approach is

a logical corollary to the split holding
period approach. Therefore, these final
regulations reflect that a share may have
not only a split holding period, but also
a split basis.

F. Coordination with Section 1036

Section 1036 provides that no gain or
loss is recognized if common stock is
exchanged for common stock, or
preferred stock is exchanged for
preferred stock, in the same corporation.
Section 1031 provides rules for
determining the basis of the common or
preferred stock received in an exchange
described in section 1036. One
commentator requested clarification
regarding whether the basis tracing rules
of the proposed regulations apply to
transactions governed by both section
1036 and section 354 or 356.

The IRS and Treasury Department
believe that those same policies that
support the application of a tracing
regime in the context of transactions
governed solely by section 354 or 356
support the application of a tracing
regime in the context of transactions
governed by both section 1036, on the
one hand, and section 354 or 356, on the
other hand. Accordingly, these final
regulations provide that the tracing
rules apply to determine the basis of a
share of stock or security received by a
shareholder or security holder in an
exchange described in both section
1036, on the one hand, and section 354
or section 356, on the other hand. The
IRS and Treasury Department continue
to study whether the rules of these final
regulations should be adopted in
regulations under section 1036 for
transactions governed by section 1036,
but not section 354 or 356.

G. Application of Tracing Rules to
Section 351 Transactions

Under the proposed regulations, the
tracing rules do not apply to an
exchange described in section 351,
unless such exchange is also described
in section 354 or section 356 and certain
other requirements are satisfied. One
commentator urged the IRS and
Treasury Department to consider
expanding the tracing regime of the
proposed regulations to apply more
broadly to exchanges governed by
section 351. That commentator
suggested that having different regimes
apply to the determination of the basis
of stock received in a tax-free exchange
for stock is undesirable.

The IRS and Treasury Department are
continuing to study the possible
application of a tracing approach more
broadly to exchanges described in
section 351. In the meantime, these final
regulations retain those limitations on

the application of the basis tracing
regime to exchanges described in
section 351 that were included in the
proposed regulations.

H. Excess Loss Accounts

Section 1.1502-19(d) provides that if
a member (P) of a consolidated group
has an excess loss account in shares of
a class of another member’s (S’s) stock
at the time of a basis adjustment or
determination under the Internal
Revenue Code with respect to other
shares of the same class of S’s stock
owned by the member, the adjustment
or determination is allocated first to
equalize and eliminate that member’s
excess loss account. The rule reflects a
policy of permitting the elimination of
excess loss accounts. The application of
the rule, however, is sensitive to the
form of the transaction. For example, if
P owns all of the stock of S with an
excess loss account of $100 and all of
the stock of T with a basis of $150, and
T merges into S in a reorganization
under section 368(a)(1)(D) in which P
receives additional shares of S stock,
under §1.1502—-19(d), P’s excess loss
account in its original shares of S stock
is first eliminated. Therefore, P’s
original S shares will have an aggregate
basis of $0 and P’s new S shares will
have an aggregate basis of $50. If,
instead, however, S merges into T in a
reorganization under section
368(a)(1)(D) in which P receives
additional shares of T stock, because P
does not already have T shares that have
an excess loss account, § 1.1502—-19(d)
does not apply. Therefore, P’s original T
shares will have a basis of $150 and P’s
new T shares will have an excess loss
account of $100.

The limitation on the application of
§1.1502—19(d) to cases in which a basis
adjustment or determination is made
with respect to shares of a class of stock
of the corporation in which the member
holds other shares with an excess loss
account effectively makes the rule
elective. That is, if the transaction
occurs in one direction (in the example
above, T merges into S), the rule
applies. If the transaction occurs in the
other direction (in the example above, S
merges into T), the rule does not apply.
The IRS and Treasury Department
believe that this electivity is
undesirable. Therefore, the IRS and
Treasury Department believe that it is
appropriate to expand the scope of the
application of the rule of § 1.1502-19(d).
Accordingly, the temporary regulations
included in this Treasury decision add
an additional rule to § 1.1502—19 that
provides that if a member would
otherwise determine shares of a class of
S’s stock (a new share) to have an excess
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loss account and such member owns
one or more other shares of the same
class of S’s stock, the basis of such other
shares is allocated to eliminate and
equalize any excess loss account that
would otherwise be in the new shares.
Therefore, in the example above where
S merges into T in a reorganization
under section 368(a)(1)(D) in which P
receives additional shares of T stock, the
basis of P’s original T shares will first
be applied to eliminate the excess loss
account that P would otherwise have in
its new T shares. Therefore, P will have
an aggregate basis of $50 in its original
T shares and an aggregate basis of $0 in
its new T shares.

Effective Date

The final and temporary regulations
apply to exchanges and distributions of
stock or securities and determinations of
stock basis occurring on or after the date
these regulations are filed as final
regulations in the Federal Register.

Effect on Other Documents

The following publication is obsolete
as of January 23, 2006:

Revenue Ruling 55-355 (1955-1 C.B.
418).

Special Analyses

It has been determined that the final
regulations issued with respect to
section 358 and section 1502 are not a
significant regulatory action as defined
in Executive Order 12866. Therefore, a
regulatory assessment is not required. It
has also been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C chapter 5) does not apply
to these regulations, and, because the
regulations do not impose a collection
of information on small entities, the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to
section 7805(f) of the Code, the notice
of proposed rulemaking preceding these
regulations was submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment
on its impact on small business.

It has been determined that the
temporary regulations issued with
respect to section 1502 are not a
significant regulatory action as defined
in Executive Order 12866. Therefore, a
regulatory assessment is not required.
These temporary regulations are
necessary to provide taxpayers with
immediate guidance regarding the

application of section 358 when a
member of a consolidated group has an
excess loss account in the stock of
another member and consequences of
such application. Accordingly, good
cause is found for dispensing with
notice and public procedure pursuant to
5 U.S.C. 553(b)(B) and with a delayed
effective date pursuant to 5 U.S.C.
553(d)(3). For applicability of the
Regulatory Flexibility Act, please refer
to the cross-reference notice of proposed
rulemaking published elsewhere in the
Federal Register. Pursuant to section
7805(f) of the Code, these temporary
regulations will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment
on their impact on small business.

Drafting Information

The principal authors of these
regulations are Emidio J. Forlini, Jr. and
Theresa M. Kolish of the Office of the
Associate Chief Counsel (Corporate),
IRS. However, other personnel from the
IRS and the Treasury Department
participated in their development.

List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Adoption of Amendments to the
Regulations

m Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

m Paragraph 1. The authority citation

for part 1 is amended by adding an entry
in numerical order to read, in part, as
follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.358-2 also issued under 26
U.S.C. 358. * * *

Section 1.1502—19T also issued under 26
U.S.C. 1502, * * *

Section 1.1502-32 also issued under 26
U.S.C. 1502, * * *

m Par. 2. Section 1.356—1 is revised to
read as follows:

§1.356-1 Receipt of additional
consideration in connection with an
exchange.

(a) If in any exchange to which the
provisions of section 354 or section 355
would apply except for the fact that
there is received by the shareholders or
security holders other property (in

addition to property permitted to be
received without recognition of gain by
such sections) or money, then—

(1) The gain, if any, to the taxpayer
shall be recognized in an amount not in
excess of the sum of the money and the
fair market value of the other property,
but,

(2) The loss, if any, to the taxpayer
from the exchange or distribution shall
not be recognized to any extent.

(b) For purposes of computing the
gain, if any, recognized pursuant to
section 356 and paragraph (a)(1) of this
section, to the extent the terms of the
exchange specify the other property or
money that is received in exchange for
a particular share of stock or security
surrendered or a particular class of stock
or securities surrendered, such terms
shall control provided that such terms
are economically reasonable. To the
extent the terms of the exchange do not
specify the other property or money that
is received in exchange for a particular
share of stock or security surrendered or
a particular class of stock or securities
surrendered, a pro rata portion of the
other property and money received shall
be treated as received in exchange for
each share of stock and security
surrendered, based on the fair market
value of such surrendered share of stock
or security.

(c) If the distribution of such other
property or money by or on behalf of a
corporation has the effect of the
distribution of a dividend, then there
shall be chargeable to each distributee
(either an individual or a corporation)—

(1) As a dividend, such an amount of
the gain recognized as is not in excess
of the distributee’s ratable share of the
undistributed earnings and profits of the
corporation accumulated after February
28,1913, and

(2) As a gain from the exchange of
property, the remainder of the gain so
recognized.

(d) The rules of this section may be
illustrated by the following examples:

Example 1. In an exchange to which the
provisions of section 356 apply and to which
section 354 would apply but for the receipt
of property not permitted to be received
without the recognition of gain or loss, A
(either an individual or a corporation),
received the following in exchange for a
share of stock having an adjusted basis to A
of $85:

One share of stock worth
CaSN i
Other property (basis $25) fair market value

Total fair market value of consideration received
Adjusted basis of stock surrendered in exchange
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Example 2. 1f, in Example 1, A’s stock had
an adjusted basis to A of $200, A would have
realized a loss of $25 on the exchange, which
loss would not be recognized.

Example 3. (i) Facts. ], an individual,
acquired 10 shares of Class A stock of
Corporation X on Date 1 for $3 each and 10
shares of Class B stock of Corporation X on
Date 2 for $9 each. On Date 3, Corporation
Y acquires the assets of Corporation X in a
reorganization under section 368(a)(1)(A).
Pursuant to the terms of the plan of
reorganization, ] surrenders all of J's shares
of Corporation X stock for 10 shares of
Corporation Y stock and $100 of cash. On the
date of the exchange, the fair market value of
each share of Class A stock of Corporation X
is $10, the fair market value of each share of
Class B stock of Corporation X is $10, and the
fair market value of each share of Corporation
Y stock is $10. The terms of the exchange do
not specify that shares of Corporation Y stock
or cash are received in exchange for
particular shares of Class A stock or Class B
stock of Corporation X.

(ii) Analysis. Under paragraph (b) of this
section, because the terms of the exchange do
not specify that the cash is received in
exchange for shares of Class A or Class B
stock of Corporation X, a pro rata portion of
the cash received is treated as received in
exchange for each share of Class A stock of
Corporation X and each share of Class B
stock of Corporation X based on the fair
market value of the surrendered shares.
Therefore, ] is treated as receiving shares of
Corporation Y stock with a fair market value
of $50 and $50 of cash in exchange for its
shares of Class A stock of Corporation X and
shares of Corporation Y stock with a fair
market value of $50 and $50 of cash in
exchange for its shares of Class B stock of
Corporation X. J realizes a gain of $70 on the
exchange of shares of Class A stock, $50 of
which is recognized under section 356 and
paragraph (a) of this section, and ] realizes a
gain of $10 on the exchange of shares of Class
B stock of Corporation X, all of which is
recognized under section 356 and paragraph
(a) of this section. Assuming that J’s gain
recognized is not treated as a dividend under
section 356(a)(2), such gain shall be treated
as gain from the exchange of property.

Example 4. (i) Facts. The facts are the same
as in Example 3, except that the terms of the
plan of reorganization specify that J receives
10 shares of stock of Corporation Y in
exchange for J’s shares of Class A stock of
Corporation X and $100 of cash in exchange
for J’s shares of Class B stock of Corporation
X.

(ii) Analysis. Under paragraph (b) of this
section, because the terms of the exchange
specify that ] receives 10 shares of stock of
Corporation Y in exchange for J’s shares of
Class A stock of Corporation X and $100 of
cash in exchange for J’s shares of Class B
stock of Corporation X and such terms are

economically reasonable, such terms control.
J realizes a gain of $70 on the exchange of
shares of Class A stock, none of which is
recognized under section 356 and paragraph
(a) of this section, and ] realizes a gain of $10
on the exchange of shares of Class B stock of
Corporation X, all of which is recognized
under section 356 and paragraph (a) of this
section.

(e) Section 301(b)(1)(B) and section
301(d)(2) do not apply to a distribution
of “other property” to a corporate
shareholder if such distribution is
within the provisions of section 356.

(f) See paragraph (1) of §1.301-1 for
certain transactions which are not
within the scope of section 356.

(g) This section applies to exchanges
and distributions of stock and securities
occurring on or after January 23, 2006.
m Par. 3. Section 1.358-1 is revised to
read as follows:

§1.358-1 Basis to distributees.

(a) In the case of an exchange to
which section 354 or 355 applies in
which, under the law applicable to the
year in which the exchange is made,
only nonrecognition property is
received, immediately after the
transaction, the sum of the basis of all
of the stock and securities received in
the transaction shall be the same as the
basis of all the stock and securities in
such corporation surrendered in the
transaction, allocated in the manner
described in §1.358-2. In the case of a
distribution to which section 355
applies in which, under the law
applicable to the year in which the
distribution is made, only
nonrecognition property is received,
immediately after the transaction, the
sum of the basis of all of the stock and
securities with respect to which the
distribution is made plus the basis of all
stock and securities received in the
distribution with respect to such stock
and securities shall be the same as the
basis of the stock and securities with
respect to which the distribution is
made immediately before the
transaction, allocated in the manner
described in §1.358-2. In the case of an
exchange to which section 351 or 361
applies in which, under the law
applicable to the year in which the
exchange was made, only
nonrecognition property is received, the
basis of all the stock and securities
received in the exchange shall be the
same as the basis of all property

exchanged therefor. If in an exchange or
distribution to which section 351, 356,
or 361 applies both nonrecognition
property and “other property” are
received, the basis of all the property
except “‘other property” held after the
transaction shall be determined as
described in the preceding three
sentences decreased by the sum of the
money and the fair market value of the
“other property” (as of the date of the
transaction) and increased by the sum of
the amount treated as a dividend (if any)
and the amount of the gain recognized
on the exchange, but the term gain as
here used does not include any portion
of the recognized gain that was treated
as a dividend. In any case in which a
taxpayer transfers property with respect
to which loss is recognized, such loss
shall be reflected in determining the
basis of the property received in the
exchange. The basis of the “other
property” is its fair market value as of
the date of the transaction. See §1.460—
4(k)(3)(iv)(A) for rules relating to stock
basis adjustments required where a
contract accounted for using a long-term
contract method of accounting is
transferred in a transaction described in
section 351 or a reorganization
described in section 368(a)(1)(D) with
respect to which the requirements of
section 355 (or so much of section 356
as relates to section 355) are met.

(b) The application of paragraph (a) of
this section may be illustrated by the
following example:

Example. A purchased a share of stock in
Corporation X in 1935 for $150. Since that
date A has received distributions out of other
than earnings and profits (as defined in
section 316) totaling $60, so that A’s adjusted
basis for the stock is $90. In a transaction
qualifying under section 356, A exchanged
this share for one share in Corporation Y,
worth $100, cash in the amount of $10, and
other property with a fair market value of
$30. The exchange had the effect of the
distribution of a dividend. A’s ratable share
of the earnings and profits of Corporation X
accumulated after February 28, 1913, was $5.
A realized a gain of $50 on the exchange, but
the amount recognized is limited to $40, the
sum of the cash received and the fair market
value of the other property. Of the gain
recognized, $5 is taxable as a dividend, and
$35 is taxable as a gain from the exchange of
property. The basis to A of the one share of
stock of Corporation Y is $90. That is, the
adjusted basis of the one share of stock
Corporation X ($90), decreased by the sum of
the cash received ($10) and the fair market
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value of the other property received ($30)
and increased by the sum of the amount
treated as a dividend ($5) and the amount
treated as a gain from the exchange of
property ($35). The basis of the other
property received is $30.

(c) This section applies to exchanges
and distributions of stock and securities
occurring on or after January 23, 2006.
m Par. 4. Section 1.358-2 is amended
by:
lyl. Revising paragraphs (a)(1) and
(a)(2).

m 2. Removing paragraphs (a)(3), (a)(4),
and (a)(5).

m 3. Revising paragraphs (b)(1) and (c).
m 4. Adding paragraph (d).

The revisions and addition read as
follows:

§1.358-2 Allocation of basis among
nonrecognition property.

(a) Allocation of basis in exchanges or
distributions to which section 354, 355,
or 356 applies. (1) As used in this
paragraph the term stock means stock
which is not “other property” under
section 356. The term securities means
securities (including, where
appropriate, fractional parts of
securities) which are not “other
property”” under section 356. Stock, or
securities, as the case may be, which
differ either because they are in
different corporations or because the
rights attributable to them differ
(although they are in the same
corporation) are considered different
classes of stock or securities, as the case
may be, for purposes of this section.

(2)(i) If a shareholder or security
holder surrenders a share of stock or a
security in an exchange under the terms
of section 354, 355, or 356, the basis of
each share of stock or security received
in the exchange shall be the same as the
basis of the share or shares of stock or
security or securities (or allocable
portions thereof) exchanged therefor (as
adjusted under § 1.358-1). If more than
one share of stock or security is received
in exchange for one share of stock or
one security, the basis of the share of
stock or security surrendered shall be
allocated to the shares of stock or
securities received in the exchange in
proportion to the fair market value of
the shares of stock or securities
received. If one share of stock or
security is received in exchange for
more than one share of stock or security
or if a fraction of a share of stock or
security is received, then the basis of the
shares of stock or securities surrendered
must be allocated to the shares of stock
or securities (or allocable portions
thereof) received in a manner that
reflects, to the greatest extent possible,
that a share of stock or security received

is received in respect of shares of stock
or securities that were acquired on the
same date and at the same price. To the
extent it is not possible to allocate basis
in this manner, the basis of the shares
of stock or securities surrendered must
be allocated to the shares of stock or
securities (or allocable portions thereof)
received in a manner that minimizes the
disparity in the holding periods of the
surrendered shares of stock or securities
whose basis is allocated to any
particular share of stock or security
received.

(ii) If a shareholder or security holder
surrenders a share of stock or a security
in an exchange under the terms of
section 354, 355, or 356, and receives
shares of stock or securities of more
than one class, or receives ‘“‘other
property” or money in addition to
shares of stock or securities, then, to the
extent the terms of the exchange specify
that shares of stock or securities of a
particular class or “other property” or
money is received in exchange for a
particular share of stock or security or
a particular class of stock or securities,
for purposes of applying the rules of this
section, such terms shall control
provided such terms are economically
reasonable. To the extent the terms of
the exchange do not specify that shares
of stock or securities of a particular class
or “‘other property” or money is
received in exchange for a particular
share of stock or security or a particular
class of stock or securities, then, for
purposes of applying the rules of
paragraph (a)(2)(i) of this section, a pro
rata portion of the shares of stock and
securities of each class received and a
pro rata portion of the “other property”’
and money received shall be treated as
received in exchange for each share of
stock and security surrendered, based
on the fair market value of the stock and
securities surrendered.

(iii) For purposes of this section, if a
shareholder or security holder
surrenders a share of stock or a security
in a transaction under the terms of
section 354 (or so much of section 356
as relates to section 354) in which such
shareholder or security holder receives
no property or property (including
property permitted by section 354 to be
received without the recognition of gain
or “‘other property” or money) with a
fair market value less than that of the
stock or securities surrendered in the
transaction, such shareholder or
security holder shall be treated as
follows. First, the shareholder or
security holder shall be treated as
receiving the stock, securities, other
property, and money actually received
by the shareholder or security holder in
the transaction and an amount of stock

of the issuing corporation (as defined in
§1.368-1(b)) that has a value equal to
the excess of the value of the stock or
securities the shareholder or security
holder surrendered in the transaction
over the value of the stock, securities,
other property, and money the
shareholder or security holder actually
received in the transaction. If the
shareholder owns only one class of
stock of the issuing corporation the
receipt of which would be consistent
with the economic rights associated
with each class of stock of the issuing
corporation, the stock deemed received
by the shareholder pursuant to the
previous sentence shall be stock of such
class. If the shareholder owns multiple
classes of stock of the issuing
corporation the receipt of which would
be consistent with the economic rights
associated with each class of stock of
the issuing corporation, the stock
deemed received by the shareholder
shall be stock of each such class owned
by the shareholder immediately prior to
the transaction, in proportion to the
value of the stock of each such class
owned by the shareholder immediately
prior to the transaction. The basis of
each share of stock or security deemed
received and actually received shall be
determined under the rules of this
section. Second, the shareholder or
security holder shall then be treated as
surrendering all of its shares of stock
and securities in the issuing
corporation, including those shares of
stock or securities held immediately
prior to the transaction, those shares of
stock or securities actually received in
the transaction, and those shares of
stock deemed received pursuant to the
previous sentence, in a reorganization
under section 368(a)(1)(E) in exchange
for the shares of stock and securities of
the issuing corporation that the
shareholder or security holder actually
holds immediately after the transaction.
The basis of each share of stock and
security deemed received in the
reorganization under section
368(a)(1)(E) shall be determined under
the rules of this section.

(iv) If a shareholder or security holder
receives one or more shares of stock or
one or more securities in a distribution
under the terms of section 355 (or so
much of section 356 as relates to section
355), the basis of each share of stock or
security of the distributing corporation
(as defined in §1.355—1(b)), as adjusted
under §1.358-1, shall be allocated
between the share of stock or security of
the distributing corporation with respect
to which the distribution is made and
the share or shares of stock or security
or securities (or allocable portions
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thereof) received with respect to the
share of stock or security of the
distributing corporation in proportion to
their fair market values. If one share of
stock or security is received with
respect to more than one share of stock
or security or if a fraction of a share of
stock or security is received, then the
basis of each share of stock or security
of the distributing corporation must be
allocated to the shares of stock or
securities (or allocable portions thereof)
received in a manner that reflects that,
to the greatest extent possible, a share of
stock or security received is received
with respect to shares of stock or
securities acquired on the same date and
at the same price. To the extent it is not
possible to allocate basis in this manner,
the basis of each share of stock or
security of the distributing corporation
must be allocated to the shares of stock
or securities (or allocable portions
thereof) received in a manner that
minimizes the disparity in the holding
periods of the shares of stock or
securities with respect to which such
shares of stock or securities are
received.

(v) If a shareholder or security holder
receives shares of stock or securities of
more than one class, or receives ““other
property’”’ or money in addition to stock
or securities in a distribution under the
terms of section 355 (or so much of
section 356 as relates to section 355),
then, to the extent the terms of the
distribution specify that shares of stock
or securities of a particular class or
“other property” or money is received
with respect to a particular share of
stock or security of the distributing
corporation or a particular class of stock
or securities of the distributing
corporation, for purposes of applying
the rules of this section, such terms
shall control provided that such terms
are economically reasonable. To the
extent the terms of the distribution do
not specify that shares of stock or
securities of a particular class or “other
property” or money is received with
respect to a particular share of stock or
security of the distributing corporation
or a particular class of stock or
securities of the distributing
corporation, then, for purposes of
applying the rules of this section, a pro
rata portion of the shares of stock and
securities of each class received and a
pro rata portion of the “other property”
and money received shall be treated as
received with respect to each share of
stock and security of the distributing
corporation with respect to which the
distribution is made, based on the fair
market value of each such share of stock
or security.

(vi) If a share of stock or a security is
received in exchange for, or with respect
to, more than one share of stock or
security and such shares or securities
were acquired on different dates or at
different prices, the share of stock or
security received shall be divided into
segments based on the relative fair
market values of the shares of stock or
securities surrendered in exchange for
such share or security or the relative fair
market values of the shares of stock or
securities with respect to which the
share of stock or security is received in
a distribution under the terms of section
355 (or so much of section 356 as relates
to section 355)). Each segment shall
have a basis determined under the rules
of paragraph (a)(2) of this section and a
corresponding holding period.

(vii) If a shareholder or security
holder that purchased or acquired
shares of stock or securities in a
corporation on different dates or at
different prices exchanges such shares
of stock or securities under the terms of
section 354, 355, or 356, or receives a
distribution of shares of stock or
securities under the terms of section 355
(or so much of section 356 as relates to
section 355), and the shareholder or
security holder is not able to identify
which particular share of stock or
security (or allocable portion of a share
of stock or security) is received (or
deemed received) in exchange for, or
with respect to, a particular share of
stock or security, the shareholder or
security holder may designate which
share of stock or security is received in
exchange for, or with respect to, a
particular share of stock or security,
provided that such designation is
consistent with the terms of the
exchange or distribution (or an
exchange deemed to have occurred
pursuant to paragraph (a)(2)(iii) of this
section), and the other rules of this
section. In the case of an exchange
under the terms of section 354 or 356
(including a deemed exchange as a
result of the application of paragraph
(a)(2)(iii) of this section), the
designation must be made on or before
the first date on which the basis of a
share of stock or a security received (or
deemed received in the reorganization
under section 368(a)(1)(E) in the case of
a transaction to which paragraph
(a)(2)(iii) of this section applies) is
relevant. In the case of an exchange or
distribution under the terms of section
355 (or so much of section 356 as relates
to section 355), the designation must be
made on or before the first date on
which the basis of a share of stock or a
security of the distributing corporation
or the controlled corporation (as defined

in §1.355-1(b)) is relevant. The basis of
the shares or securities received in an
exchange under the terms of section 354
or section 356, for example, is relevant
when such shares or securities are sold
or otherwise transferred. The
designation will be binding for purposes
of determining the Federal tax
consequences of any sale or transfer of,
or distribution with respect to, the
shares or securities received. If the
shareholder fails to make a designation
in a case in which the shareholder is not
able to identify which share of stock is
received in exchange for, or with respect
to, a particular share of stock, then the
shareholder will not be able to identify
which shares are sold or transferred for
purposes of determining the basis of
property sold or transferred under
section 1012 and §1.1012—1(c) and,
instead, will be treated as selling or
transferring the share received in
respect of the earliest share purchased
or acquired.

(viii) This paragraph (a)(2) shall not
apply to determine the basis of a share
of stock or security received by a
shareholder or security holder in an
exchange described in both section 351
and section 354 or section 356, if, in
connection with the exchange, the
shareholder or security holder
exchanges property for stock or
securities in an exchange to which
neither section 354 nor 356 applies or
liabilities of the shareholder or security
holder are assumed.

(ix) This paragraph (a)(2) shall apply
to determine the basis of a share of stock
or security received by a shareholder or
security holder in an exchange
described in both section 1036 and
section 354 or section 356.

(b) Allocation of basis in exchanges to
which section 351 or 361 applies. (1) As
used in this paragraph (b), the term
stock refers only to stock which is not
“other property’” under section 351 or
361 and the term securities refers only
to securities which are not “other
property”” under section 351 or 361.

*

* * * *

(c) Examples. The application of
paragraphs (a) and (b) of this section is
illustrated by the following examples:

Example 1. (i) Facts. ], an individual,
acquired 20 shares of Corporation X stock on
Date 1 for $3 each and 10 shares of
Corporation X stock on Date 2 for $6 each.
On Date 3, Corporation Y acquires the assets
of Corporation X in a reorganization under
section 368(a)(1)(A). Pursuant to the terms of
the plan of reorganization, J receives 2 shares
of Corporation Y stock in exchange for each
share of Corporation X stock. Therefore, J
receives 60 shares of Corporation Y stock.
Pursuant to section 354, ] recognizes no gain
or loss on the exchange. ] is not able to
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identify which shares of Corporation Y stock
are received in exchange for each share of
Corporation X stock.

(ii) Analysis. Under paragraph (a)(2)(i) of
this section, J has 40 shares of Corporation
Y stock each of which has a basis of $1.50
and is treated as having been acquired on
Date 1 and 20 shares of Corporation Y stock
each of which has a basis of $3 and is treated
as having been acquired on Date 2. Under
paragraph (a)(2)(vii) of this section, on or
before the date on which the basis of a share
of Corporation Y stock received becomes
relevant, ] may designate which of the shares
of Corporation Y stock have a basis of $1.50
and which have a basis of $3.

Example 2. (i) Facts. The facts are the same
as in Example 1, except that instead of
receiving 2 shares of Corporation Y stock in
exchange for each share of Corporation X
stock, J receives 1V shares of Corporation Y
stock in exchange for each share of
Corporation X stock. Therefore, ] receives 45
shares of Corporation Y stock. Again, J is not
able to identify which shares (or portions of
shares) of Corporation Y stock are received in
exchange for each share of Corporation X
stock.

(ii) Analysis. Under paragraph (a)(2)(i) of
this section, J has 30 shares of Corporation
Y stock each of which has a basis of $2 and
is treated as having been acquired on Date 1
and 15 shares of Corporation Y stock each of
which has a basis of $4 and is treated as
having been acquired on Date 2. Under
paragraph (a)(2)(vii) of this section, on or
before the date on which the basis of a share
of Corporation Y stock received becomes
relevant, ] may designate which of the shares
of Corporation Y stock received have a basis
of $2 and which have a basis of $4.

Example 3. (i) Facts. ], an individual,
acquired 10 shares of Class A stock of
Corporation X on Date 1 for $3 each, 10
shares of Class A stock of Corporation X on
Date 2 for $9 each, and 10 shares of Class B
stock of Corporation X on Date 3 for $3 each.
On Date 4, ] surrenders all of J’s shares of
Class A stock in exchange for 20 shares of
new Class C stock and 20 shares of new Class
D stock in a reorganization under section
368(a)(1)(E). Pursuant to section 354, ]
recognizes no gain or loss on the exchange.
On the date of the exchange, the fair market
value of each share of Class A stock is $6,
the fair market value of each share of Class
C stock is $2, and the fair market value of
each share of Class D stock is $4. The terms
of the exchange do not specify that shares of
Class C stock or shares of Class D stock of
Corporation X are received in exchange for
particular shares of Class A stock of
Corporation X.

(ii) Analysis. Under paragraph (a)(2)(ii) of
this section, because the terms of the
exchange do not specify that shares of Class
C stock or shares of Class D stock of
Corporation X are received in exchange for
particular shares of Class A stock of
Corporation X, a pro rata portion of the
shares of Class C stock and shares of Class
D stock received will be treated as received
in exchange for each share of Class A stock
based on the fair market value of the
surrendered shares of Class A stock.
Therefore, ] is treated as receiving one share

of Class C stock and one share of Class D
stock in exchange for each share of Class A
stock. Under paragraph (a)(2)(i) of this
section, ] has 10 shares of Class C stock, each
of which has a basis of $1 and is treated as
having been acquired on Date 1 and 10 shares
of Class C stock, each of which has a basis

of $3 and is treated as having been acquired
on Date 2. In addition, ] has 10 shares of
Class D stock, each of which has a basis of
$2 and is treated as having been acquired on
Date 1 and 10 shares of Class D stock, each
of which has a basis of $6 and is treated as
having been acquired on Date 2. J’s basis in
each share of Class B stock remains $3.
Under paragraph (a)(2)(vii) of this section, on
or before the date on which the basis of a
share of Class C stock or Class D stock
received becomes relevant, ] may designate
which of the shares of Class C stock have a
basis of $1 and which have a basis of $3, and
which of the shares of Class D stock have a
basis of $2 and which have a basis of $6.

Example 4. (i) Facts. ], an individual,
acquired 10 shares of Class A stock of
Corporation X on Date 1 for $2 each, 10
shares of Class A stock of Corporation X on
Date 2 for $4 each, and 20 shares of Class B
stock of Corporation X on Date 3 for $6 each.
On Date 4, Corporation Y acquires the assets
of Corporation X in a reorganization under
section 368(a)(1)(A). Pursuant to the terms of
the plan of reorganization, J surrenders all of
J’s shares of Corporation X stock for 40 shares
of Corporation Y stock and $200 of cash. On
the date of the exchange, the fair market
value of each share of Class A stock of
Corporation X is $10, the fair market value
of each share of Class B stock of Corporation
X is $10, and the fair market value of each
share of Corporation Y stock is $5. The terms
of the exchange do not specify that shares of
Corporation Y stock or cash are received in
exchange for particular shares of Class A
stock or Class B stock of Corporation X.

(ii) Analysis. Under paragraph (a)(2)(ii) of
this section and under section 1.356—1(b),
because the terms of the exchange do not
specify that shares of Corporation Y stock or
cash are received in exchange for particular
shares of Class A stock or Class B stock of
Corporation X, a pro rata portion of the
shares of Corporation Y stock and cash
received will be treated as received in
exchange for each share of Class A stock and
Class B stock of Corporation X surrendered
based on the fair market value of such stock.
Therefore, J is treated as receiving one share
of Corporation Y stock and $5 of cash in
exchange for each share of Class A stock of
Corporation X and one share of Corporation
Y stock and $5 of cash in exchange for each
share of Class B stock of Corporation X. J
realizes a gain of $140 on the exchange of
shares of Class A stock of Corporation X,
$100 of which is recognized under section
1.356—1(a). J realizes a gain of $80 on the
exchange of Class B stock of Corporation X,
all of which is recognized under section
1.356—1(a). Under paragraph (a)(2)(i) of this
section, ] has 10 shares of Corporation Y
stock, each of which has a basis of $2 and
is treated as having been acquired on Date 1,
10 shares of Corporation Y stock, each of
which has a basis of $4 and is treated as
having been acquired on Date 2, and 20

shares of Corporation Y stock, each of which
has a basis of $5 and is treated as having been
acquired on Date 3. Under paragraph
(a)(2)(viii) of this section, on or before the
date on which the basis of a share of
Corporation Y stock received becomes
relevant, ] may designate which of the shares
of Corporation Y stock received have a basis
of $2, which have a basis of $4, and which
have a basis of $5.

Example 5. (i) Facts. The facts are the same
as in Example 4, except that the terms of the
plan of reorganization specify that J receives
40 shares of stock of Corporation Y in
exchange for J’s shares of Class A stock of
Corporation X and $200 of cash in exchange
for J’s shares of Class B stock of Corporation
X.

(ii) Analysis. Under paragraph (a)(2)(ii) of
this section and under section 1.356-1(b),
because the terms of the exchange specify
that J receives 40 shares of stock of
Corporation Y in exchange for J’s shares of
Class A stock of Corporation X and $200 of
cash in exchange for J’s shares of Class B
stock of Corporation X and such terms are
economically reasonable, such terms control.
] realizes a gain of $140 on the exchange of
shares of Class A stock of Corporation X,
none of which is recognized under section
1.356—1(a). ] realizes a gain of $80 on the
exchange of shares of Class B stock of
Corporation X, all of which is recognized
under section 1.356—1(a). Under paragraph
(a)(2)(i) of this section, ] has 20 shares of
Corporation Y stock, each of which has a
basis of $1 and is treated as having been
acquired on Date 1, and 20 shares of
Corporation Y stock, each of which has a
basis of $2 and is treated as having been
acquired on Date 2. Under paragraph
(a)(2)(vii) of this section, on or before the date
on which the basis of a share of Corporation
Y stock received becomes relevant, ] may
designate which of the shares of Corporation
Y stock received have a basis of $1 and
which have a basis of $2.

Example 6. (i) Facts. ], an individual,
acquired 10 shares of stock of Corporation X
on Date 1 for $2 each, and a security issued
by Corporation X to J on Date 2 with a
principal amount of $100 and a basis of $100.
On Date 3, Corporation Y acquires the assets
of Corporation X in a reorganization under
section 368(a)(1)(A). Pursuant to the terms of
the plan of reorganization, J surrenders all of
J’s shares of Corporation X stock in exchange
for 10 shares of Corporation Y stock and
surrenders J’s Corporation X security in
exchange for a Corporation Y security. On the
date of the exchange, the fair market value of
each share of stock of Corporation X is $10,
the fair market value of J’s Corporation X
security is $100, the fair market value of each
share of Corporation Y stock is $10, and the
fair market value and principal amount of the
Corporation Y security received by J is $100.

(ii) Analysis. Under paragraph (a)(2)(ii) of
this section and under section 1.354-1(a),
because the terms of the exchange specify
that J receives 10 shares of stock of
Corporation Y in exchange for J’s shares of
Class A stock of Corporation X and a
Corporation Y security in exchange for its
Corporation X security and such terms are
economically reasonable, such terms control.
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Pursuant to section 354, ] recognizes no gain
on either exchange. Under paragraph (a)(2)(i)
of this section, ] has 10 shares of Corporation
Y stock, each of which has a basis of $2 and
is treated as having been acquired on Date 1,
and a security that has a basis of $100 and

is treated as having been acquired on Date 2.

Example 7. (i) Facts. J, an individual,
acquired 10 shares of Corporation X stock on
Date 1 for $2 each and 10 shares of
Corporation X stock on Date 2 for $5 each.
On Date 3, Corporation Y acquires the stock
of Corporation X in a reorganization under
section 368(a)(1)(B). Pursuant to the terms of
the plan of reorganization, J receives one
share of Corporation Y stock in exchange for
every 2 shares of Corporation X stock.
Pursuant to section 354, ] recognizes no gain
or loss on the exchange. J is not able to
identify which portion of each share of
Corporation Y stock is received in exchange
for each share of Corporation X stock.

(ii) Analysis. Under paragraph (a)(2)(i) of
this section, J has 5 shares of Corporation Y
stock each of which has a basis of $4 and is
treated as having been acquired on Date 1
and 5 shares of Corporation Y stock each of
which has a basis of $10 and is treated as
having been acquired on Date 2. Under
paragraph (a)(2)(vii) of this section, on or
before the date on which the basis of a share
of Corporation Y stock received becomes
relevant, ] may designate which of the shares
of Corporation Y stock received have a basis
of $4 and which have a basis of $10.

Example 8. (i) Facts. The facts are the same
as in Example 7, except that, in addition to
transferring the stock of Corporation X to
Corporation Y, J transfers land to Corporation
Y. In addition, after the transaction, ] owns
stock of Corporation Y satisfying the
requirements of section 368(c). J’s transfer of
the Corporation X stock to Corporation Y is
an exchange described in sections 351 and
354. J’s transfer of land to Corporation Y is
an exchange described in section 351.

(ii) Analysis. Under paragraph (a)(2)(viii) of
this section, because neither section 354 nor
section 356 applies to the transfer of land to
Corporation Y, the rules of paragraph (a)(2)
of this section do not apply to determine J’s
basis in the Corporation Y stock received in
the transaction.

Example 9. (i) Facts. ], an individual,
acquired 10 shares of Corporation X stock on
Date 1 for $3 each and 10 shares of
Corporation X stock on Date 2 for $6 each.
On Date 3, Corporation Z, a newly formed,
wholly owned subsidiary of Corporation Y,
merges with and into Corporation X with
Corporation X surviving. As part of the plan
of merger, ] receives one share of Corporation
Y stock in exchange for each share of
Corporation X stock. In connection with the
transaction, Corporation Y assumes a liability
of J. In addition, after the transaction, ] owns
stock of Corporation Y satisfying the
requirements of section 368(c). J’s transfer of
the Corporation X stock to Corporation Y is
an exchange described in sections 351 and
354.

(ii) Analysis. Under paragraph (a)(2)(viii) of
this section, because, in connection with the
transfer of the Corporation X stock to
Corporation Y, Corporation Y assumed a
liability of J, the rules of paragraph (a)(2) of

this section do not apply to determine J's
basis in the Corporation Y stock received in
the transaction.

Example 10. (i) Facts. Each of Corporation
X and Corporation Y has a single class of
stock outstanding, all of which is owned by
J, an individual. ] acquired 100 shares of
Corporation X stock on Date 1 for $1 each
and 100 shares of Corporation Y stock on
Date 2 for $2 each. On Date 3, Corporation
Y acquires the assets of Corporation X in a
reorganization under section 368(a)(1)(D).
Pursuant to the terms of the plan of
reorganization, J surrenders J’s 100 shares of
Corporation X stock but does not receive any
additional Corporation Y stock. Immediately
before the effective time of the
reorganization, the fair market value of each
share of Corporation X stock and each share
of Corporation Y stock is $1. Pursuant to
section 354, ] recognizes no gain or loss.

(ii) Analysis. Under paragraph (a)(2)(iii) of
this section, J is deemed to have received
shares of Corporation Y stock with an
aggregate fair market value of $100 in
exchange for J’s Corporation X shares. Given
the number of outstanding shares of stock of
Corporation Y and their value immediately
before the effective time of the
reorganization, J is deemed to have received
100 shares of stock of Corporation Y in the
reorganization. Under paragraph (a)(2)(i) of
this section, each of those shares has a basis
of $1 and is treated as having been acquired
on Date 1. Then, the stock of Corporation Y
is deemed to be recapitalized in a
reorganization under section 368(a)(1)(E) in
which ] receives 100 shares of Corporation Y
stock in exchange for those shares of
Corporation Y stock that J held immediately
prior to the reorganization and those shares
] is deemed to have received in the
reorganization. Under paragraph (a)(2)(i),
immediately after the reorganization, J holds
50 shares of Corporation Y stock each of
which has a basis of $2 and is treated as
having been acquired on Date 1 and 50 shares
of Corporation Y stock each of which has a
basis of $4 and is treated as having been
acquired on Date 2. Under paragraph
(a)(2)(vii) of this section, on or before the date
on which the basis of any share of J's
Corporation Y stock becomes relevant, ] may
designate which of the shares of Corporation
Y have a basis of $2 and which have a basis
of $4.

Example 11. (i) Facts. Corporation X has a
single class of stock outstanding, all of which
is owned by J, an individual. J acquired 100
shares of Corporation X stock on Date 1 for
$1 each. Corporation Y has two classes of
stock outstanding, common stock and
nonvoting preferred stock. On Date 2, |
acquired 100 shares of Corporation Y
common stock for $2 each and 100 shares of
Corporation Y preferred stock for $4 each. On
Date 3, Corporation Y acquires the assets of
Corporation X in a reorganization under
section 368(a)(1)(D). Pursuant to the terms of
the plan of reorganization, ] surrenders J’s
100 shares of Corporation X stock but does
not receive any additional Corporation Y
stock. Immediately before the effective time
of the reorganization, the fair market value of
each share of Corporation X stock is $10, the
fair market value of each share of Corporation

Y common stock is $10, and the fair market
value of each share of Corporation Y
preferred stock is $20. Pursuant to section
354, ] recognizes no gain or loss.

(ii) Analysis. Under paragraph (a)(2)(iii) of
this section, ] is deemed to have received
shares of Corporation Y stock with an
aggregate fair market value of $1,000 in
exchange for J’s Corporation X shares.
Consistent with the economics of the
transaction and the rights associated with
each class of stock of Corporation Y owned
by J,J is deemed to receive additional shares
of Corporation Y common stock. Because the
value of the common stock indicates that
liquidation preference associated with the
Corporation Y preferred stock could be
satisfied even if the reorganization did not
occur, it is not appropriate to deem the
issuance of additional Corporation Y
preferred stock. Given the number of
outstanding shares of common stock of
Corporation Y and their value immediately
before the effective time of the
reorganization, ] is deemed to have received
100 shares of common stock of Corporation
Y in the reorganization. Under paragraph
(a)(2)(i) of this section, each of those shares
has a basis of $1 and is treated as having been
acquired on Date 1. Then, the common stock
of Corporation Y is deemed to be
recapitalized in a reorganization under
section 368(a)(1)(E) in which J receives 100
shares of Corporation Y common stock in
exchange for those shares of Corporation Y
common stock that J held immediately prior
to the reorganization and those shares of
Corporation Y common stock that J is
deemed to have received in the
reorganization. Under paragraph (a)(2)(i),
immediately after the reorganization, J holds
50 shares of Corporation Y common stock
each of which has a basis of $2 and is treated
as having been acquired on Date 1 and 50
shares of Corporation Y common stock each
of which has a basis of $4 and is treated as
having been acquired on Date 2. Under
paragraph (a)(2)(vii) of this section, on or
before the date on which the basis of any
share of J’s Corporation Y common stock
becomes relevant, ] may designate which of
those shares have a basis of $2 and which
have a basis of $4.

Example 12. (i) Facts. J, an individual,
acquired 5 shares of Corporation X stock on
Date 1 for $4 each and 5 shares of
Corporation X stock on Date 2 for $8 each.
Corporation X owns all of the outstanding
stock of Corporation Y. The fair market value
of the stock of Corporation X is $1800. The
fair market value of the stock of Corporation
Y is $900. In a distribution to which section
355 applies, Corporation X distributes all of
the stock of Corporation Y pro rata to its
shareholders. No stock of Corporation X is
surrendered in connection with the
distribution. In the distribution, ] receives 2
shares of Corporation Y stock with respect to
each share of Corporation X stock. Pursuant
to section 355, ] recognizes no gain or loss
on the receipt of the shares of Corporation Y
stock. ] is not able to identify which share of
Corporation Y stock is received in respect of
each share of Corporation X stock.

(ii) Analysis. Under paragraph (a)(2)(iv) of
this section, because ] receives 2 shares of
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Corporation Y stock with respect to each
share of Corporation X stock, the basis of
each share of Corporation X stock is allocated
between such share of Corporation X stock
and two shares of Corporation Y stock in
proportion to the fair market value of those
shares. Therefore, each of the 5 shares of
Corporation X stock acquired on Date 1 will
have a basis of $2 and each of the 10 shares
of Corporation Y stock received with respect
to those shares will have a basis of $1. In
addition, each of the 5 shares of Corporation
X stock acquired on Date 2 will have a basis
of $4 and each of the 10 shares of
Corporation Y stock received with respect to
those shares will have a basis of $2. Under
paragraph (a)(2)(vii) of this section, on or
before the date on which the basis of a share
of Corporation Y stock received becomes
relevant, ] may designate which of the shares
of Corporation Y stock have a basis of $1 and
which have a basis of $2.

Example 13. (i) Facts. ], an individual,
acquired 20 shares of Corporation X stock on
Date 1 for $2 each and 20 shares of
Corporation X stock on Date 2 for $4 each.
Corporation X has 80 shares of stock
outstanding. Corporation X owns 40 shares of
stock of Corporation Y, which represents all
of the outstanding stock of Corporation Y.
The fair market value of the stock of
Corporation X is $80. The fair market value
of the stock of Corporation Y is $40.
Corporation X distributes all of the stock of
Corporation Y in a transaction to which
section 355 applies. In the transaction, J
surrenders 20 shares of stock of Corporation
X in exchange for 20 shares of stock of
Corporation Y. J retains 20 shares of
Corporation X stock. Pursuant to section 355,
J recognizes no gain or loss on the receipt of
the shares of Corporation Y stock. J is not
able to identify which shares of Corporation
X stock are surrendered. In addition, J is not
able to identify which shares of Corporation
Y stock are received in exchange for each
surrendered share of Corporation X stock.

(ii) Analysis. Under paragraph (a)(2)(i) of
this section, ] has 20 shares of Corporation
Y stock each of which is treated as received
in exchange for one share of Corporation X
stock. The basis of the 20 shares of
Corporation X stock that are retained by J
will remain unchanged. Under paragraph
(a)(2)(vii) of this section, on or before the date
on which the basis of a share of Corporation
X or Corporation Y stock becomes relevant,

] may designate which shares of Corporation
X stock J surrendered in the exchange and
which share of the Corporation Y stock
received is received for each share of
Corporation X stock surrendered. Therefore,
it is possible that a share of Corporation Y
stock would have a basis of $2 and be treated
as having been acquired on Date 1, or would
have a basis of $4 and be treated as having
been acquired on Date 2.

Example 14. (i) Facts. J, an individual,
acquired 10 shares of Corporation X stock on
Date 1 for $3 each, 10 shares of Corporation
X stock on Date 2 for $18 each, 10 shares of
Corporation X stock on Date 3 for $6 each,
and 10 shares of Corporation X stock on Date
4 for $9 each. On Date 5, Corporation Y
acquires the assets of Corporation X in a
reorganization under section 368(a)(1)(A).

Pursuant to the terms of the plan of
reorganization, J receives a %4 share of
Corporation Y stock in exchange for each
share of Corporation X stock. Therefore, ]
receives 30 shares of Corporation X stock.
Pursuant to section 354, ] recognizes no gain
or loss on the exchange. J is not able to
identify which shares of Corporation Y stock
are received in exchange for each share (or
portions of shares) of Corporation X stock.
(ii) Analysis. Under paragraph (a)(2)(i) of
this section, ] has 7 shares of Corporation Y
stock each of which has a basis of $4 and is
treated as having been acquired on Date 1, 7
shares of Corporation Y stock each of which
has a basis of $24 and is treated as having
been acquired on Date 2, 7 shares of
Corporation Y stock each of which has a
basis of $8 and is treated as having been
acquired on Date 3, and 7 shares of
Corporation Y stock each of which has a
basis of $12 and is treated as having been
acquired on Date 4. In addition, ] has two
shares of Corporation Y stock, each of which
is divided into two equal segments under
paragraph (a)(2)(vi) of this section. The first
of those two shares has one segment with a
basis of $2 that is treated as having been
acquired on Date 1 and a second segment
with a basis of $12 that is treated as having
been acquired on Date 2. The second of those
two shares has one segment with a basis of
$4 that is treated as having been acquired on
Date 3 and a second segment with a basis of
$6 that is treated as having been acquired on
Date 4. Under paragraph (a)(2)(vii), on or
before the date on which a share of
Corporation Y stock received becomes
relevant, ] may designate which of the shares
of Corporation Y stock have a basis of $4,
which have a basis of $24, which have a basis
of $8, which have a basis of $12, and which
share has a split basis of $2 and $12, and
which share has a split basis of $4 and $6.

(d) Effective date. This section applies
to exchanges and distributions of stock
and securities occurring on or after
January 23, 2006.

m Par. 5. Section 1.1502—19 is amended
as follows:

m 1. Revising paragraph (d).

m 2. Revising paragraph (g) Example 2.
m 3. Revising the paragraph heading for
paragraph (h).

m 4. Adding paragraph (h)(2)(iv).

m 5. Adding a sentence at the end of
paragraph (h)(3).

The revisions and additions read as
follows:

§1.1502-19 Excess loss accounts.
* * * * *

(d) [Reserved]. For further guidance,
see § 1.1502—19T(d).

* * * * *

(g]* *  *

Example 2. [Reserved). For further
guidance, see § 1.1502—-19T(g) Example 2.

* * * * *

(h) Effective dates. * * *
(2) EE

(iv) [Reserved]. For further guidance,
see §1.1502—-19T(h)(2)(@iv).

(3) * * * For guidance regarding
determinations of the basis of the stock
of a subsidiary acquired in an
intercompany reorganization before
January 23, 2006, see paragraph (d) and
(g) Example 2 of §1.1502—19 as
contained in the 26 CFR part 1 edition
revised as of April 1, 2005.

m Par. 6. Section 1.1502—19T is revised
to read as follows:

§1.1502-19T Excess Loss Accounts
(temporary).
* * * * *

(b)(2) through (c) [Reserved]. For
further guidance, see § 1.1502—19(b)(2)
through (c).

(d) Special allocation of basis in
connection with an adjustment or
determination—(1) Excess loss account
in original shares. If a member has an
excess loss account in shares of a class
of S’s stock at the time of a basis
adjustment or determination under the
Internal Revenue Code with respect to
shares of the same class of S’s stock
owned by the member, the adjustment
or determination is allocated first to
equalize and eliminate that member’s
excess loss account. See §1.1502—32(c)
for similar allocations of investment
adjustments to prevent or eliminate
excess loss accounts.

(2) Excess loss account in new S
shares. If a member would otherwise
determine shares of a class of S’s stock
(new shares) to have an excess loss
account and such member owns one or
more other shares of the same class of
S’s stock, the basis of such other shares
is allocated to eliminate and equalize
any excess loss account that would
otherwise be in the new shares.

(e) through (g) Example 1 [Reserved].
For further guidance, see § 1.1502—19(e)
through (g) Example 1.

Example 2. Basis determinations under the
Internal Revenue Code in intercompany
reorganizations-transfer of shares without an
excess loss account. (i) Facts. P owns all of
the stock of S and T. P has 150 shares of S
stock that it acquired on Date 1. Each S share
has a $1 basis and a fair market value of $1.
P has 100 shares of T stock that it acquired
on Date 2. Each T share has a $1.20 excess
loss account and a fair market value of $1.

P transfers S’s stock to T without receiving
additional T stock. The transfer is an
exchange described in both sections 351 and
354.

(ii) Analysis. Under sections 351 and 354,
P does not recognize gain in connection with
the transfer. Under §1.358-2(a)(2)(iii), P is
deemed to receive 150 shares of T stock.
Without regard to the application of
paragraph (d) of this section, under section
358 and §1.358-2(a)(2)(i), P would have a $1
basis in each such share. However, because
the basis of the additional shares of T stock
would be determined when P has an excess
loss account in its original shares of T stock,
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under paragraph (d)(1) of this section, the
basis that P would otherwise have in such
additional shares would eliminate the excess
loss account in P’s original shares of T stock
such that each original share of T stock
would have a basis of $0 and each share of
T stock deemed received would have a basis
of $0.20. Then, under §1.358-2(a)(2)(iii), the
T stock is deemed to be recapitalized in a
reorganization under section 368(a)(1)(E) in
which P receives 100 shares of T stock (those
shares P actually owns immediately after the
transfer) in exchange for those 100 shares of
T stock that P held immediately prior to the
transfer and those 150 shares of T stock P is
deemed to receive in the transfer. Under
§1.358-2(a)(2)(i), immediately after the
transfer, P holds 100 shares of T stock, 60 of
which each have a basis of $0.50 and 40 of
which each have a basis of $0. In addition,

T takes a $1 basis in each share of S stock
under section 362. (If P had actually received
an additional 150 shares of T stock,
paragraph (d)(1) of this section would apply
to shift basis from such additional T shares
to P’s original T shares because the basis of
the additional T stock would be determined
when P has an excess loss account in its
original T shares. P would have a basis of $0
in each of the original T shares and a $0.20
basis in each of the additional T shares.)

(iii) Transfer of shares with an excess loss
account. The facts are the same as in
paragraph (i) of this Example 2, except that
P transfers T’s stock to S without receiving
additional S stock. The transfer is an
exchange described in both sections 351 and
354. Under paragraph (c) of this section, P’s
transfer is treated as a disposition of T’s
stock. Under sections 351 and 354 and
paragraph (b)(2) of this section, P does not
recognize gain from the disposition. Under
section 358 and § 1.358—2(a)(2)(iii), P is
deemed to have received 100 shares of S
stock. Without regard to the application of
paragraph (d) of this section, P would have
a $1.20 excess loss account in each such
share. However, because P would have an
excess loss account in such shares and P
owns other shares of S stock of the same
class, under paragraph (d)(2) of this section,
the excess loss account that P would
otherwise have in such shares would
decrease P’s basis in its original shares of S’s
stock such that each such original share
would have a basis of $0.20 and each share
deemed received would have a basis of $0.
Then, under §1.358-2(a)(2)(iii), the S stock is
deemed to be recapitalized in a
reorganization under section 368(a)(1)(E) in
which P receives 150 shares of S stock (those
shares P actually owns immediately after the
transfer) in exchange for those 150 shares of
S stock that P held immediately prior to the
transfer and those 100 shares of S stock that
P is deemed to receive in connection with the
transfer. Under §1.358-2(a)(2)(i),
immediately after the transfer, P holds 150
shares of S stock, 90 of which each have a
basis of $0.33 and 60 of which each have a
basis of $0. In addition, S takes an excess loss
account of $1.20 in each share of T stock
under section 362. (If P had actually received
100 additional shares of S stock, paragraph
(d)(2) of this section would apply to shift
basis from P’s original S stock because P

would have otherwise had an excess loss
account in such additional shares and P
owns other shares of S stock of the same
class. The excess loss account that P would
have otherwise had in such additional shares
would have decreased P’s basis in its original
shares of S’s stock. P would have had a basis
of $0.20 in each of the original shares and a
basis of $0 in each of the additional shares.)

(iv) Intercompany merger-shares with
excess loss account retained. The facts are
the same as in paragraph (i) of this Example
2, except that S merges into T in a
reorganization described in section
368(a)(1)(A) (and in section 368(a)(1)(D)), and
P receives 150 additional shares of T stock
in the reorganization. Under section 354 and
paragraph (b)(2) of this section, P does not
recognize gain. Without regard to the
application of paragraph (d) of this section,
under section 358 and §1.358-2(a)(2)(i), P
would have a $1 basis in each such share.
However, because the basis of the additional
shares of T stock would be determined when
P has an excess loss account in its original
shares of T stock, under paragraph (d)(1) of
this section, the basis that P would otherwise
have in such additional shares eliminates the
excess loss account in P’s original shares of
T stock such that each original share of T
stock has a basis of $0 and each additional
share of T stock has a basis of $0.20.

(v) Intercompany merger-shares with
excess loss account surrendered. The facts
are the same as in paragraph (i) of this
Example 2, except that T merges into S in a
reorganization described in section
368(a)(1)(A) (and in section 368(a)(1)(D)), and
P receives 100 additional shares of S stock in
the reorganization. Under section 354 and
paragraph (b)(2) of this section, P does not
recognize gain from the disposition. Without
regard to the application of paragraph (d) of
this section, under section 358 and §1.358—
2(a)(2)(), P would have a $1.20 excess loss
account in each additional share of S stock
received. However, because P would have an
excess loss account in such shares and P
owns other shares of S stock of the same
class, under paragraph (d)(2) of this section,
the excess loss account that P would
otherwise have in such shares decreases P’s
basis in its original shares of S’s stock such
that each original share of S stock has a basis
of $0.20 and each additional share of S stock
has a basis of $0.

(g) Example 3 through (h)(2)(iii)
[Reserved]. For further guidance, see
§1.1502-19(g) Example 3 through
(h)(2)(iii).

(h)(2)(iv) Intercompany
reorganizations. For guidance regarding
determinations of the basis of the stock
of a subsidiary acquired in an
intercompany reorganization on or after
January 23, 2006 (see paragraphs (d) and
(g) Example 2 of this section).

(3) [Reserved] For further guidance,
see §1.1502—19(h)(3).

m Par. 7. Section 1.1502—-32 is amended
by:

m 1. Revising Example 6 of paragraph
(b)(5)(ii).

m 2. Revising the first sentence of

paragraph (h)(1).

m 3. Adding new paragraph (h)(8).
The revisions and addition read as

follows:

§1.1502-32 Investment Adjustments.
* * * * *

(b) * *x %

(5) * x %

(ii) * * %

Example 6. Reorganization with boot. (i)
Facts. P owns all the stock of S and T. P owns
ten shares of the same class of common stock
of S and ten shares of the same class of
common stock of T. The fair market value of
each share of S stock is $10 and the fair
market value of each share of T stock is $10.
On January 1 of Year 1, P has a $5 basis in
each of its ten shares of S stock and a $10
basis in each of its ten shares of T stock. S
and T have no items of income, gain,
deduction, or loss for Year 1. S and T each
have substantial earnings and profits. At the
close of Year 1, T merges into S in a
reorganization described in section
368(a)(1)(A) (and in section 368(a)(1)(D)). P
receives no additional S stock, but does
receive $10 which is treated as a dividend
under section 356(a)(2).

(ii) Analysis. The merger of T into S is a
transaction to which §1.1502-13(f)(3)
applies. Under §1.1502-13(f)(3) and §1.358—
2(a)(2)(iii), P is deemed to receive ten
additional shares of S stock with a total fair
market value of $100 (the fair market value
of the T stock surrendered by P). Under
§1.358-2(a)(2)(i), P will have a basis of $10
in each share of S stock deemed received in
the reorganization. Under §1.358-2(a)(2)(iii),
P is deemed to surrender all twenty shares
of its S stock in a recapitalization under
section 368(a)(1)(E) in exchange for the ten
shares of S stock, the number of shares of S
stock held by P immediately after the
transaction. Thus, under §1.358-2(a)(2)@), P
has five shares of S stock each with a basis
of $10 and five shares of S stock each with
a basis of $20. The $10 P received is treated
as a dividend distribution under section 301
and, under paragraph (b)(3)(v) of this section,
the $10 is a distribution to which paragraph
(b)(2)(iv) of this section applies. Accordingly,
P’s total basis in the S stock is decreased by
the $10 distribution.

* * * * *

(h) Effective date—(1) General rule.
Except as provided in paragraph (h)(8)
of this section, this section applies with
respect to determinations of the basis of
the stock of a subsidiary (e.g., for
determining gain or loss from a
disposition of stock), in consolidated
return years beginning on or after
January 1, 1995. * * *

(8) Determination of stock basis in
reorganization with boot. Paragraph
(b)(5)(ii) Example 6 of this section
applies only with respect to
determinations of the basis of the stock
of a subsidiary after January 26, 2006.
For determinations of the basis of the
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stock of a subsidiary on or before
January 26, 2006, see §1.1502—
32(b)(5)(ii) Example 6 as contained in
the 26 CFR part 1 edition revised as of
April 1, 2005.

Mark E. Matthews,

Deputy Commissioner for Services and
Enforcement.

Approved: January 17, 2006.
Eric Solomon,

Acting Deputy Assistant Secretary of the
Treasury (Tax Policy).

[FR Doc. 06-585 Filed 1-23—-06; 11:43 am]
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DEPARTMENT OF THE TREASURY

Internal Revenue Service
26 CFR Part 1
[TD 9243]

RIN 1545-BA65

Revision of Income Tax Regulations
Under Sections 367, 884, and 6038B
Dealing With Statutory Mergers or
Consolidations Under Section
368(a)(1)(A) Involving One or More
Foreign Corporations, and Guidance
Necessary To Facilitate Business
Electronic Filing Under Section 6038B

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains final
regulations amending the income tax
regulations under various provisions of
the Internal Revenue Code (Code) to
account for statutory mergers and
consolidations under section
368(a)(1)(A) (including such
reorganizations described in section
368(a)(2)(D) or (E)) involving one or
more foreign corporations. These final
regulations are issued concurrently with
final regulations (TD 9242) that define a
reorganization under section
368(a)(1)(A) to include certain statutory
mergers or consolidations effected
pursuant to foreign law. This document
also contains final regulations under
section 6038B which facilitate the
electronic filing of Form 926 “Return by
a U.S. Transferor of Property to a
Foreign Corporation.”
DATES: Effective Date: These regulations
are effective on January 23, 2006.
Applicability Dates: For dates of
applicability, see § 1.367(a)-3(e);
§1.367(b)-6(a)(1); § 1.367(b)-13(f);
§1.884-2(g); and § 1.6038B—1(b)(1)(i)
and (g).

FOR FURTHER INFORMATION CONTACT:
Robert W. Lorence, Jr., (202) 622—-3918
(not a toll-free number).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information
contained in these final regulations has
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork
Reduction Act (44 U.S.C. 3507(d)) under
control numbers 1545-1478 and 1545—
1617.

The collection of information in these
final regulations is in § 1.367(a)—
3(d)(2)(vi)(B)(1)(ii) and § 1.6038B—
1(b)(1)@1). The information under
§1.367(a)-3(d)(2)(vi)(B)(1)(ii) is required
to inform the IRS of a domestic
corporation (domestic acquired
corporation) that is claiming an
exception from the application of
section 367(a) and (d) for certain
transfers of property to a foreign
corporation that is re-transferred by the
foreign corporation to a domestic
corporation controlled by the foreign
corporation (domestic controlled
corporation). The information is in the
form of a statement attached to the
domestic acquired corporation’s U.S.
income tax return for the year of the
transfer certifying that if the foreign
corporation disposes of the stock of the
domestic controlled corporation with a
tax avoidance purpose, the domestic
acquired corporation will file an income
tax return (or amended return, as the
case may be) reporting gain. The
collection of information is mandatory.

The information under § 1.6038B—
1(b)(1)(i) is required to inform the IRS
of transfers described in section
6038B(a)(1)(A) or section 367(d) or (e)
by filing Form 926 “Return by a U.S.
Transferor of Property to a Foreign
Corporation” and any information
attached to the form with the U.S.
transferor’s income tax return for the
taxable year of the transfer. The
collection of information is mandatory.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless it displays a valid control
number assigned by the Office of
Management and Budget.

Books or records relating to a
collection of information must be
retained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.S.C. 6103.

Background

On January 24, 2003, the IRS and
Treasury issued proposed regulations
(REG-126485-01, 2003—1 C.B. 542, 68
FR 3477) and temporary regulations (TD
9038, 2003—1 C.B. 524, 68 FR 3384), that
would revise the definition of a
statutory merger or consolidation under
section 368(a)(1)(A). On January 5, 2005,
the IRS and Treasury issued proposed
regulations (REG-117969-00, 2005—7
I.R.B. 533, 70 FR 746) that would revise
the definition of a section 368(a)(1)(A)
reorganization to include transactions
effected pursuant to foreign law and
transactions involving entities organized
under foreign law. Final regulations
incorporating the temporary regulations
and both sets of proposed regulations, as
modified to reflect comments, are being
published concurrently with this
document.

On January 5, 2005, the IRS and
Treasury also issued proposed
regulations under sections 358, 367 and
884 (the 2005 proposed regulations) that
would account for section 368(a)(1)(A)
reorganizations involving one or more
foreign corporations. The regulations
also proposed changes to other aspects
of the section 367(a) and (b) regulations
that would address additional issues.
This document contains final
regulations that incorporate the 2005
proposed regulations amending sections
358, 367, and 884.

The public hearing with respect to the
2005 proposed regulations was
cancelled because no request to speak
was received. However, the IRS and
Treasury received several written
comments, which are discussed below.

On December 19, 2003, the IRS and
Treasury issued temporary and final
regulations (TD 9100, 2004-1 C.B. 297,
68 FR 70701) modifying regulations
under section 6038B to eliminate
regulatory impediments to the
electronic submission of Form 926
“Return by a U.S. Transferor of Property
to a Foreign Corporation.” In the same
issue of the Federal Register, the IRS
and Treasury issued a notice of
proposed rulemaking (REG-116664—01,
2004-1 C.B. 319, 68 FR 70747) cross-
referencing the temporary regulations
under section 6038B. This document
contains final regulations incorporating
certain provisions of the temporary
regulations under section 6038B. No
public hearing regarding the notice of
proposed rulemaking was requested or
held and no comments were received.
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Summary of Comments and
Explanation of Provisions

A. Basis and Holding Period Rules
1. Section 354 Exchanges

On May 3, 2004, the IRS and Treasury
published a notice of proposed
rulemaking (REG-116564—-03) in the
Federal Register (69 FR 24107) that
included regulations under section 358
that would provide guidance regarding
the determination of the basis of stock
or securities received in either a
reorganization described in section 368
(e.g., in a section 354 exchange) or a
distribution to which section 355
applies. The proposed section 358
regulations would adopt a tracing
regime for determining the basis of each
share of stock or security received in an
exchange under section 354 (or section
356). Related provisions in the 2005
proposed regulations followed that
general tracing regime, with
modifications. See Prop. Treas. Reg.
§1.367(b)-13(b). Comments were
received in response to the proposed
regulations under section 358. The IRS
and Treasury have issued final
regulations under section 358 that
adopted the section 358 proposed
regulations, with modifications to
reflect the comments received. See TD
9244.

The final section 358 regulations
retained the general tracing regime for
determining basis in an exchange under
section 354 (or section 356). This tracing
regime is consistent with the policies
and requirements underlying the
international provisions of the Code,
including those under section 1248. As
a result, these final regulations do not
include the rules set forth in § 1.367(b)—
13(b) of the 2005 proposed regulations
that would determine the basis and
holding period in stock as a result of
certain exchanges under section 354 (or
section 356) involving foreign
corporations. Instead, the final
regulations cross-reference the
regulations under section 358 to
determine the exchanging shareholder’s
basis in stock or securities received in
an exchange under section 354 (and
section 356). Special rules for certain
triangular reorganizations are discussed
below.

2. Triangular Asset Reorganizations

In contrast to the above, the
application of the stock basis rules of
§ 1.358—6 in certain triangular asset
reorganizations involving foreign
corporations does not accurately
preserve a shareholder’s section 1248
amount (within the meaning of
§1.367(b)-2(c)). Therefore, the 2005

proposed regulations would provide
special basis and holding period rules
for certain triangular asset
reorganizations involving foreign
corporations that have section 1248
shareholders (within the meaning of
§1.367(b)-2(b)). See Prop. Treas. Reg.
§1.367(b)-13(c) through (e). These rules
would apply to certain reorganizations
described in section 368(a)(1)(A) and
(a)(2)(D) (forward triangular merger),
triangular reorganizations described in
section 368(a)(1)(C), and reorganizations
described in section 368(a)(1)(A) and
(a)(2)(E) (reverse triangular merger).
The 2005 proposed regulations would
provide that, in determining the stock
basis of the surviving corporation in
certain triangular asset reorganizations,
the exchanging shareholder’s basis in
the stock of the target corporation will
be taken into account, rather than target
corporation’s basis in its assets. Further,
where applicable, the 2005 proposed
regulations would provide for a divided
basis and holding period in each share
of stock in the surviving corporation to
reflect the relevant section 1248
amounts, if any, in the stock of the
target corporation and the surviving
corporation. If there are two or more
blocks of stock in the target corporation
with section 1248 amounts, then each
share of the surviving corporation
would be further divided to account for
each block of stock. If two or more
blocks of stock are held by one or more
shareholders that are not section 1248
shareholders, then shares in these
blocks would be aggregated into one
divided portion for basis purposes. If
none of the shareholders is a section
1248 shareholder, then the asset basis
rules of § 1.358—6 would apply.
Commentators stated that the
application of the special basis rules
would cause unjustified complexity.
One commentator stated that such
complexity arises in cases where the
shares of the target corporation are
widely held or where section 1248
shareholders hold less than 50 percent
of the target corporation. The
commentator recommended that if the
special basis rules are retained, § 1.358—
6 should continue to apply where
section 1248 shareholders hold less than
50 percent of the stock of the target
corporation. The commentator further
recommended that the controlling
corporation be allowed to elect to apply
the rules under § 1.358-6 in return for
all exchanging section 1248
shareholders including in income the
section 1248 amounts with respect to
their stock. The IRS and Treasury have
considered these comments. On
balance, the IRS and Treasury have
concluded that creating exceptions to

the application of the special basis rules
(e.g., by election) would create
significant uncertainty for the IRS and
would not meaningfully reduce
administrative complexity. While the
IRS and Treasury recognize the
complexity of the rules, the IRS and
Treasury nevertheless believe it is
important to preserve section 1248
amounts and avoid unnecessary income
inclusions that might otherwise be
required. As a result, the final
regulations do not adopt this
recommendation. However, the IRS and
Treasury will continue to study
alternative methods for preserving the
section 1248 amounts in such
transactions.

One commentator suggested that the
IRS and Treasury consider applying the
special basis rules to section 368(a) asset
reorganizations followed by asset
transfers to a corporation controlled
(within the meaning of section 368(c))
by the acquiring corporation pursuant to
the same transaction (controlled asset
transfer), because these transactions are
similar to triangular reorganizations
under section 368(a)(1)(C) and section
368(a)(1)(A) and (a)(2)(D). If this
suggestion were adopted, the basis in
the stock of the controlled subsidiary
would reflect the basis in the stock of
the target corporation and not the basis
of the contributed assets. Because the
IRS and Treasury are continuing to
study the application of section 358 to
such transactions, and because such
controlled asset transfers may involve
only a portion of the acquired assets,
this comment is not adopted at this
time.

Finally, commentators noted that the
special basis rules of § 1.367(b)-13(c) of
the 2005 proposed regulations would
not apply, by their terms, to a forward
triangular merger or a triangular section
368(a)(1)(C) reorganization where no
shareholder of the target corporation is
a section 1248 shareholder, but the
parent of the acquiring corporation is
either a domestic corporation that is a
section 1248 shareholder of the
acquiring corporation or a foreign
corporation that has a section 1248
shareholder that is also a section 1248
shareholder of the acquiring
corporation. This result was not
intended, as illustrated by Example 3 of
§1.367(b)-13(e) of the 2005 proposed
regulations, which applies the special
basis rules of § 1.367(b)-13(c) of the
2005 proposed regulations to such a
transaction. As a result, the text of the
final regulations has been modified to
apply the special basis rules to this type
of transaction.
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B. Exceptions to the Application of
Section 367(a)

1. Exchanges of Stock or Securities in
Certain Triangular Asset
Reorganizations

A U.S. person recognizes gain under
section 367(a) on the transfer of
property to a foreign corporation in an
exchange described in section 351, 354,
356, or 361, unless an exception applies.
Under § 1.367(a)-3(a), section 367(a)
does not apply if, pursuant to a section
354 exchange, a U.S. person transfers
stock of a domestic or foreign
corporation ‘‘for stock of a foreign
corporation” in an asset reorganization
described in section 368(a)(1) that is not
treated as an indirect stock transfer.

Notwithstanding the language in the
current regulations, this exception is
intended to apply to any section 354 (or
section 356) exchange made pursuant to
an asset reorganization under section
368(a)(1) that is not treated as an
indirect stock transfer under § 1.367(a)—
3(d). However, commentators noted that
in certain triangular asset
reorganizations where a U.S. person
transfers stock of a foreign acquired
corporation to such foreign corporation
in a section 354 (or section 356)
exchange, but receives stock of the
domestic parent of the foreign acquiring
corporation pursuant to such exchange,
the transfer by the U.S. person might be
subject to section 367(a). This would be
the case because, under § 1.367(a)-3(a),
the U.S. person does not receive “‘stock
of a foreign corporation.” This result
was not intended. Accordingly, the final
regulations clarify the application of
this rule by removing the phrase ‘““for
stock of a foreign corporation.” Thus,
section 367(a) will not apply to any
section 354 (or section 356) exchange of
stock or securities of a domestic or
foreign corporation pursuant to an asset
reorganization under section 368(a)(1),
unless the exchange is considered an
indirect stock transfer pursuant to
§1.367(a)-3(d). A conforming change
also is made to the section 6038B
reporting rules (see part J. of this
preamble).

2. Exchanges of Securities in Certain
Recapitalizations and Other
Reorganizations

Prior to the issuance of the 2005
proposed regulations, several
commentators noted that the exception
to the application of section 367(a)
contained in § 1.367(a)-3(a) applied to
exchanges of stock, but not exchanges of
securities, in section 368(a)(1)(E)
reorganizations and certain asset
reorganizations. In response, the IRS
and Treasury issued Notice 2005—6

(2005-5 I.R.B. 448) concurrently with
the 2005 proposed regulations, and
announced the plan to amend
§1.367(a)-3(a) to apply the exception to
exchanges of stock or securities. These
final regulations incorporate the rule
announced in Notice 2005-6, including
the dates of applicability as discussed
below in part K.3. of this preamble.

Consistent with these changes, these
final regulations also amend the indirect
stock transfer rules of §1.367(a)-3(d) to
provide that exchanges by a U.S. person
of stock or securities of an acquired
corporation for stock or securities of the
corporation that controls the acquiring
corporation in a triangular section
368(a)(1)(B) reorganization will be
treated as an indirect transfer of such
stock or securities subject to the rules of
section 367(a). This amendment
conforms the treatment of triangular
section 368(a)(1)(B) reorganizations with
the other indirect stock transfers
described in § 1.367(a)-3(d). Although
this amendment has a prospective
effective date, no inference is intended
as to the application of current law to
such exchanges.

Other provisions of the section 367
regulations also contain references to
exchanges of stock but not to securities.
See, e.g., § 1.367(a)-8(e)(1)(i). The IRS
and Treasury are studying these
references and intend to amend these
provisions if these omissions are not
appropriate.

C. Concurrent Application of Section

367(a) and (b)

The 2005 proposed regulations would
modify the concurrent application of
section 367(a) and (b) to exchanges that
require the inclusion in income of the
exchanging United States shareholder’s
all earnings and profits amount under
section 367(b). The 2005 proposed
regulations would provide that the rules
of section 367(b), and not section 367(a),
apply to such exchanges in cases where
the all earnings and profits amount
attributable to the stock of an
exchanging shareholder is greater than
the amount of gain in such stock subject
to section 367(a) pursuant to the
indirect stock transfer rules. In such a
case, the shareholder would be required
to include in income as a deemed
dividend the all earnings and profits
amount pursuant to § 1.367(b)-3,
without regard to whether the
exchanging shareholder files a gain
recognition agreement as provided
under §§ 1.367(a)-3(b) and 1.367(a)-8.
This change was proposed because the
IRS and Treasury determined that it was
contrary to the policy of section 367(b)
to allow a shareholder effectively to
elect to be taxed on the lesser amount

of gain under section 367(a) simply by
failing to file a gain recognition
agreement.

Two comments were received with
respect to this overlap rule. One
commentator questioned, as a general
matter, the application of § 1.367(b)-3
and the all earnings and profits rule to
inbound asset acquisitions and, more
specifically, the broadening of the
circumstances under the 2005 proposed
regulations where a taxpayer would be
required to include in income as a
deemed dividend the all earnings and
profits amount. The commentator
suggested an alternative means to taxing
the earnings and profits of the foreign
acquired corporation, such as reducing
the basis of assets brought into the
United States to the extent of any
previously untaxed earnings and profits.
The IRS and Treasury, at this time, do
not believe that a comprehensive
revision of the all earnings and profits
rule is necessary or appropriate.
Alternative approaches to the all
earnings and profits rule are beyond the
scope of this regulation project, because,
for example, any such revision would
have to take into account recently
enacted section 362(e). As a result, this
comment is not adopted.

The second comment stated that the
overlap rule adds unnecessary
complexity to the section 367
regulations, because it is unlikely that a
transaction will occur that would
invoke the rule (i.e., where a foreign
acquired corporation transfers its assets
to a domestic subsidiary of a foreign
parent corporation in a triangular
reorganization). The overlap rule in the
2005 proposed regulations was intended
to address cases that are affected by this
rule. The IRS and Treasury continue to
believe that the rule is necessary to
preserve the policies of section 367(b),
and that the rule as applied in these
contexts does not create undue
complexity. For this reason, the
comment is not adopted.

D. Triangular Section 368(a)(1)(B)
Reorganizations

In a triangular section 368(a)(1)(B)
reorganization, if a U.S. person
exchanges stock of an acquired
corporation for voting stock of a foreign
corporation that controls (within the
meaning of section 368(c)) the acquiring
corporation, the U.S. person is treated as
making an indirect transfer of stock of
the acquired corporation to the foreign
controlling corporation in a transfer
subject to section 367(a). § 1.367(a)—
3(d)(1)(iii). The current regulations do
not, however, treat as an indirect stock
transfer a triangular section 368(a)(1)(B)
reorganization where the acquiring
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corporation is foreign and the
controlling corporation is domestic. The
2005 proposed regulations would
extend the indirect stock transfer rules
to include triangular section 368(a)(1)(B)
reorganizations in which a U.S. person
exchanges stock of the acquired
corporation for voting stock of a
domestic corporation that controls the
foreign acquiring corporation. In such a
case, the 2005 proposed regulations
would provide that a gain recognition
agreement filed pursuant to such
transaction is triggered if the domestic
controlling corporation disposes of the
stock of the foreign acquiring
corporation, or the foreign acquiring
corporation disposes of the stock of the
acquired corporation.

Commentators stated that because any
built-in gain in the stock of the acquired
corporation is reflected in the stock of
the foreign acquiring corporation held
by the domestic controlling corporation
under § 1.358-6(c)(3), a gain recognition
agreement should not be triggered if the
domestic controlling corporation
disposes of the stock of the foreign
acquiring corporation. The IRS and
Treasury agree, in part, with this
comment. Accordingly, the final
regulations provide that, in certain
cases, the disposition of the stock of the
foreign acquiring corporation is not a
triggering event. For example, the gain
recognition agreement terminates in
such a case if the domestic controlling
corporation disposes of the stock of the
foreign acquiring corporation in a
taxable exchange. See § 1.367(a)-8(h)(1).

E. Identifying the Stock Transferred in
Indirect Stock Transfers Involving a
Change in Domestic or Foreign Status of
the Acquired Corporation

Under the current section 367(a)
regulations, if a U.S. person exchanges
stock or securities of an acquired
corporation for stock or securities of a
foreign acquiring corporation in, for
example, a section 368(a)(1)(C)
reorganization, and the foreign
acquiring corporation transfers all or
part of the assets of the acquired
corporation to a corporation in a
controlled asset transfer, the U.S. person
is treated, for purposes of section 367(a),
as transferring the stock or securities of
the acquired corporation to the foreign
acquiring corporation to the extent of
the assets transferred to the controlled
subsidiary. § 1.367(a)-3(d)(1)(v); see also
§1.367(a)-3(d)(3), Example 5A.

A commentator stated that the
indirect stock transfer rules should
apply to such a transaction based on the
status of the controlled subsidiary,
rather than the status of the acquired
corporation. Under this approach, if the

acquired corporation were domestic and
the controlled subsidiary were foreign,
U.S. persons that exchange stock or
securities of the domestic acquired
corporation would be treated as having
made an indirect stock transfer of stock
or securities of a foreign corporation to
a foreign corporation subject to
§1.367(a)—-3(b), rather than of stock or
securities of a domestic corporation that
would be subject to the more restrictive
rules of § 1.367(a)-3(c).

The IRS and Treasury agree, in part,
with this comment and believe that
§1.367(a)-3(c) should not apply to
certain indirect stock transfers that
occur by reason of transactions
involving a subsidiary member of a
consolidated group to the extent that the
assets of the domestic acquired
corporation are ultimately transferred to
a foreign corporation. Accordingly, the
final regulations provide that where a
subsidiary member of a consolidated
group transfers its assets to a foreign
corporation pursuant to an asset
reorganization, and an indirect stock
transfer described in § 1.367(a)—
3(d)(1)(i) (mergers described in section
368(a)(1)(A) and (a)(2)(D) and
reorganizations described in section
368(a)(1)(G) and (a)(2)(D)), (iv)
(triangular reorganizations described in
section 368(a)(1)(C)), or (v) (asset
reorganizations followed by a controlled
asset transfer) occurs in connection with
such transfer, the U.S. persons that
exchange stock or securities in the
domestic acquired corporation pursuant
to section 354 (or section 356) will be
treated for purposes of § 1.367(a)-3 as
having made an indirect transfer of
foreign stock or securities subject to the
rules of § 1.367(a)-3(b) (and not
domestic stock or securities subject to
§1.367(a)-3(c)). In the case where the
foreign acquiring corporation transfers
assets in a controlled asset transfer to a
foreign corporation, the exception
applies only to the extent of the assets
transferred to the foreign corporation.
Further, the exception does not apply to
the extent that the assets of the domestic
acquired corporation are ultimately
transferred in one or more successive
controlled asset transfers to a domestic
corporation. Thus, in such a case, the
indirect stock transfer remains subject to
§1.367(a)-3(c). The rules relating to
foreign acquired corporations remain
the same as under current law (that is,
the indirect stock transfer rules are
based on the status of the foreign
acquired corporation).

The IRS and Treasury are studying in
a separate project the interaction of
section 7874 and § 1.367(a)-3(c). In
connection with this study, the IRS and
Treasury will continue to examine

whether the recommended change
should also apply to other transactions.
The results of this study may be
addressed in a future regulations
project. At this time, however, the final
regulation will continue to apply to
other transactions based on the stock
that is owned and exchanged by the
U.S. person in the transaction (rather
than based on stock of the corporation
in which the assets of the acquired
corporation are ultimately transferred).
Comments are requested as to whether
the exception, described above, should
be expanded to other ownership
structures (e.g., where the domestic
target corporation is an affiliated but not
consolidated group member).

F. Coordination of the Indirect Stock
Transfer Rules and the Asset Transfer
Rules

Under the current regulations, when
an indirect stock transfer also involves
a transfer of assets by a domestic
corporation to a foreign corporation,
section 367(a) and (d) apply to the
domestic corporation’s transfer of assets
prior to the application of the indirect
stock transfer rules. However, section
367(a) and (d) do not apply to the
domestic corporation’s transfer to the
extent that the foreign acquiring
corporation re-transfers the assets
received in the asset transfer to a
controlled domestic corporation,
provided that the controlled domestic
corporation’s basis in the assets is no
greater than the basis that the domestic
acquired corporation had in such assets.

The 2005 proposed regulations would
modify the scope of the coordination
rule as it applies to asset reorganizations
such that section 367(a) and (d)
generally would apply to the domestic
corporation’s transfer of assets to the
foreign corporation, even if the foreign
corporation re-transfers all or part of the
assets received to a domestic
corporation in a controlled asset
transfer. However, the 2005 proposed
regulations would provide two
exceptions to this general rule. The first
exception generally would apply if the
domestic acquired corporation is
controlled (within the meaning of
section 368(c)) by 5 or fewer domestic
corporations, appropriate basis
adjustments as provided in section
367(a)(5) are made to the stock of the
foreign acquiring corporation, and any
other conditions as provided in
regulations under section 367(a)(5) are
satisfied.

The second exception would apply if
the controlled domestic corporation’s
basis in the assets is no greater than the
domestic acquired corporation’s basis in
such assets and the following two
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conditions are satisfied: (1) The indirect
transfer of stock of the domestic
acquired corporation satisfies the
requirements of § 1.367(a)-3(c)(1)(), (ii),
and (iv), and (c)(6); and (2) the domestic
acquired corporation attaches a
statement to its tax return for the taxable
year of the transfer. The statement must
certify that the domestic acquired
corporation will recognize gain (as
described below) if the foreign acquiring
corporation disposes of any stock of the
domestic controlled corporation with a
principal purpose of avoiding the U.S.
tax that would have been imposed on
the domestic acquired corporation had
it disposed of the re-transferred assets.
The 2005 proposed regulations contain
a rebuttable presumption that the
disposition of stock has a principal
purpose of tax avoidance if the
disposition occurs within 2 years of the
transfer.

When applicable, under this second
exception, the domestic acquired
corporation would be required to
recognize gain as if, immediately prior
to the exchange, it had transferred the
re-transferred assets, including any
intangible assets, directly to a domestic
corporation in an exchange qualifying
under section 351, and immediately
sold the stock to an unrelated party for
its fair market value in a transaction in
which it recognizes gain, if any (but not
loss). The 2005 proposed regulations
would provide that the basis that the
foreign acquiring corporation has in the
stock of the domestic controlled
corporation is increased immediately
prior to its disposition by the amount of
gain recognized by the domestic
acquired corporation. However, the
basis of the re-transferred assets held by
the domestic controlled corporation
would not be increased by such gain.

Several comments were received with
respect to the second exception.
Commentators stated that the final
regulations should provide that the
amount of gain recognized by the
domestic acquired corporation under
the second exception should also
increase the basis of the re-transferred
assets held by the domestic controlled
corporation. As stated in the preamble
to the 2005 proposed regulations, the
IRS and Treasury believe that the
concerns raised by the construct that
results from a controlled asset transfer
to a domestic subsidiary after an
outbound asset transfer are analogous to
the concerns raised in other divisive
transactions where gain is recognized on
the stock of a corporation without a
corresponding increase in the basis of
the assets of such corporation. See
section 355(e) and § 1.367(e)—2(b)(2)(iii).
The tax consequences set forth in the

final regulations are intended to be
consistent with the tax consequences
that result in these other transactions.
As aresult, the final regulations do not
adopt this comment.

Commentators also questioned
whether the proposed modification to
the coordination rule is necessary in
light of the enactment of section 7874
and whether any new limitations to the
rule should await an analysis of how
section 7874 affects the rules of
§1.367(a)-3(c). Because of the divisive
concerns present in these types of
transactions, the IRS and Treasury
believe that the modifications to the
coordination rule continue to be
necessary and therefore are retained.
Nevertheless, the IRS and Treasury are
studying the effect of section 7874 on
the coordination rule, as well as the
direct and indirect transfer of domestic
stock under § 1.367(a)-3(c). The results
of this study may be addressed in a
future regulation project.

Finally, in light of the enactment of
section 7874, Example 6D of § 1.367(a)—
3(d)(3) of the 2005 proposed regulations
has not been retained. Compare
§1.367(a)-3(d)(3) Example 6B.

G. Treatment of a Controlled Asset
Transfer Following a Section
368(a)(1)(F) Reorganization as an
Indirect Stock Transfer

The 2005 proposed regulations would
revise § 1.367(a)-3(d)(1)(v) so that any
non-triangular asset reorganization
followed by a controlled asset transfer
will be considered an indirect stock
transfer under § 1.367(a)-3(d)(1).

Commentators stated, however, that a
section 368(a)(1)(F) reorganization
followed by a controlled asset transfer
should not be treated as an indirect
stock transfer. According to the
commentators, because a section
368(a)(1)(F) reorganization involves
only a “single” corporation, it should be
treated in effect as a “non-event” for
purposes of the indirect stock transfer
rules. As a result, the commentators
believe that the transaction should be
treated as a mere section 351 transfer of
assets to the controlled subsidiary and
not as an indirect stock transfer.

In response to this comment, the final
regulations exclude from the application
of the indirect stock transfer rules same-
country 368(a)(1)(F) reorganizations
followed by controlled asset transfers.
For this purpose, a same-country section
368(a)(1)(F) reorganization is a
reorganization described in section
368(a)(1)(F) in which both the acquired
corporation and the acquiring
corporation are foreign corporations and
are created or organized under the laws
of the same foreign country. This would

include, for example, situations where
the foreign corporation changes its
name, changes its location within the
foreign country, or changes its form
within the foreign country. The IRS and
Treasury will continue to examine
whether other foreign-to-foreign section
368(a)(1)(F) reorganizations followed by
controlled asset transfers should be
treated as indirect stock transfers,
however, as the general treatment of
section 368(a)(1)(F) reorganizations is
further considered. Outbound
reorganizations under section
368(a)(1)(F) followed by controlled asset
transfers are treated as indirect stock
transfers under the final regulations. See
§1.367(a)-1T(f).

H. Treatment of Reorganizations
Described in Section 368(a)(1)(G) and
(a)(2)(D) as Indirect Stock Transfers

Section 368(a)(2)(D) provides that the
acquisition by one corporation, in
exchange for stock of a corporation
which is in control of the acquiring
corporation, of substantially all the
properties of another corporation does
not disqualify a transaction from
qualifying as a reorganization under
section 368(a)(1)(A) or 368(a)(1)(G),
provided certain conditions are
satisfied.

Section 1.367(a)-3(d)(1)(@i) and (iv) of
the 2005 proposed regulations would
treat certain reorganizations described
in section 368(a)(1)(A) and (a)(2)(D), and
certain triangular reorganizations
described in section 368(a)(1)(C),
respectively, as indirect stock transfers.
Moreover, section 1.367(a)-3(d)(1)(v) of
the 2005 proposed regulations would
include certain reorganizations
described in section 368(a)(1)(G),
followed by controlled asset transfers, as
indirect stock transfers. The 2005
proposed regulations would not
explicitly treat reorganizations
described in section 368(a)(1)(G) and
(a)(2)(D) as indirect stock transfers, even
though they have the same effect as
these other reorganizations. As a result,
the final regulations modify § 1.367(a)—
3(d)(1)(i), and related provisions, to
include as indirect stock transfers
certain reorganizations described in
section 368(a)(1)(G) and (a)(2)(D).
Similar modifications are made in other
sections of the final regulations to take
into account reorganizations described
in section 368(a)(1)(G) and (a)(2)(D).

L. General Operation of Section 367
Regulations and the Effect of Section
7874

Comments were received regarding
the scope of certain portions of the
section 367 regulations in light of the
enactment of section 7874. In response



Federal Register/Vol. 71, No. 17/Thursday, January 26, 2006 /Rules and Regulations

4281

to the potential overlap of these two
provisions, the IRS and Treasury are
considering possible changes to
§1.367(a)-3(c). Comments are requested
as to the interaction of section 7874 and
§1.367(a)-3(c), as well as to other
aspects of the section 367 regulations.

J. Section 6038B Reporting

Section 6038B provides for reporting
by U.S. persons that transfer property to
foreign corporations in an exchange
described in section 332, 351, 354, 355,
356, or 361. Temporary regulations
under section 6038B provide an
exception from reporting for certain
transactions described in § 1.367(a)—
3(a). Section 1.367(a)-3(a) provides an
exception to section 367(a) for certain
exchanges under section 354 or 356 of
stock or securities in section 368(a)(1)(E)
reorganizations or in asset
reorganizations that are not indirect
stock transfers. These exceptions from
reporting under section 6038B have
been amended to conform to the
amendments to §1.367(a)-3(a). These
exceptions are incorporated in the final
regulations. See Part B. of this preamble.

Section 6038B and the regulations
thereunder provide for reporting by
filing Form 926 “Return by a U.S.
Transferor of Property to a Foreign
Corporation” and any attachments with
the income tax return for the year of the
transfer. Temporary regulations under
section 6038B eliminate the requirement
to sign Form 926, thus permitting the
electronic filing of the form with the
U.S. transferor’s federal income tax
return. The temporary regulations
provide that Form 926 and any
attachments are verified by signing the
income tax return with which the form
and attachments are filed. These
temporary regulations are incorporated
in these final regulations, except with
respect to certain filings by corporations
which will be addressed as part of a
larger final regulation dealing with
electronic filing.

K. Effective Dates
1. General Rule

Except as provided below, the final
regulations apply to transactions
occurring on or after January 23, 2006.

2. Retroactive Application of § 1.367(b)—
4(b)(1)(ii) of the Proposed Regulations

Under § 1.367(b)—4(b), certain
shareholders of a foreign acquired
corporation are required to include in
income as a deemed dividend the
section 1248 amount with respect to the
stock of the foreign acquired corporation
if such exchange results in the loss of
section 1248 shareholder status. This

may occur, for example, if the
exchanging shareholder receives
domestic stock in exchange for the stock
of an acquired foreign corporation in a
triangular reorganization where a
domestic issuing corporation controls
the foreign acquiring corporation.

The current regulations consider the
section 1248 shareholder status to be
lost in this case because the domestic
acquiring corporation’s basis in the
foreign acquiring corporation is
generally determined by reference to the
assets of the foreign acquired
corporation, rather than by reference to
the stock of the foreign acquired
corporation. See § 1.358—6. Under the
2005 proposed regulations, however,
such an exchanging shareholder would
not be required to include in income as
a deemed dividend the section 1248
amount under § 1.367(b)—4(b), provided
that the domestic issuing corporation,
immediately after the exchange, is a
section 1248 shareholder of the acquired
corporation (in the case of a triangular
section 368(a)(1)(B) reorganization) or
the surviving corporation (in the case of
a triangular section 368(a)(1)(C)
reorganization, a forward triangular
merger, a reorganization described in
section 368(a)(1)(G) and (a)(2)(D), or a
reverse triangular merger) and such
acquired or surviving corporation is a
controlled foreign corporation. This
change was made in the case of
triangular asset reorganizations because
the special basis rules in § 1.367(b)-
13(c) of the 2005 proposed regulations
would preserve the section 1248
amounts attributable to the stock of the
foreign acquired corporation in the
stock of the foreign acquiring (or
surviving) corporation held by the
domestic issuing corporation. The
special basis rules would not apply to
triangular reorganizations under section
368(a)(1)(B). The special basis rules are
not needed for these transactions
because section 1248 amounts are
preserved under the general rules of
§1.358-6.

Commentators requested that the
modification to § 1.367(b)—4 relating to
triangular section 368(a)(1)(B)
reorganizations be made retroactive to
February 23, 2000, the date on which
§1.367(b)—4 was promulgated, because
the basis rules of § 1.358—6 were in
effect at that time and the transactions
never raised concerns about preserving
section 1248 amounts. The IRS and
Treasury agree with this comment and
therefore the final regulations allow
taxpayers to apply the modification to
§1.367(b)—4 to a triangular section
368(a)(1)(B) reorganization occurring on
or after February 23, 2000, and during
any taxable year which is not closed by

the period of limitations. Taxpayers
applying this rule, however, must do so
consistently with respect to all such
transactions.

Commentators also requested that the
modification to § 1.367(b)—4 apply to
other triangular reorganizations on a
retroactive basis, on the condition that
taxpayers also apply the special basis
rules of § 1.367(b)—13(c) of the 2005
proposed regulations retroactively to
these transactions. The IRS and
Treasury only intend for the § 1.367(b)-
13(c) basis rules to apply on a
prospective basis. Elective application
of these rules to prior years would be
complex and difficult to administer.
Accordingly, the IRS and Treasury have
not adopted this comment for other
triangular reorganizations.

3. Exchanges of Securities in Certain
Recapitalizations and Reorganizations

As stated above in part B.2. of this
preamble, the final regulations provide
an exception to the application of
section 367(a) to transfers of securities
by U.S. persons in a section 354 or 356
exchange pursuant to a section
368(a)(1)(E) reorganization, or a section
368(a)(1) asset reorganization that is not
treated as an indirect stock transfer.
This rule applies to transfers occurring
after January 5, 2005, although
taxpayers may apply the rule to
transfers of securities occurring on or
after July 20, 1998, and on or before
January 5, 2005, if done consistently to
all transactions.

4. Asset Reorganizations Followed by
Controlled Asset Transfers

Commentators stated that because the
2005 proposed regulations did not
provide an effective date for the rule
that treats a section 368(a)(1)(F)
reorganization followed by a controlled
asset transfer as an indirect stock
transfer, such rule could be interpreted
as applying to transactions occurring on
or after July 20, 1998, which is the
general effective date of § 1.367(a)-3(d).
The final regulations clarify that a
section 368(a)(1)(F) reorganization
followed by a controlled asset transfer is
treated as an indirect stock transfer
subject to section 367(a) only if the
reorganization occurs on or after January
23, 2006.

In general, section 368(a)(1)(D)
reorganizations followed by controlled
asset transfers are treated as indirect
stock transfers subject to section 367(a)
if the reorganization occurs after
December 9, 2002. However, see Rev.
Rul. 2002-85 (2002—-2 C.B. 986), for
special retroactive applicability dates.
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5. Electronic Filing Under Section
6038B

These final regulations provide that
Form 926 and any attachments will be
verified by signing the income tax
return with which the form and
attachments are filed, in order to
facilitate the electronic filing of Form
926 with the transferor’s income tax
return. This rule applies to taxable years
beginning after December 31, 2002. For
taxable years beginning before January
1, 2003, Form 926 must be signed under
penalties of perjury declaring that the
information submitted is true, correct
and complete to the best of the
transferor’s knowledge and belief.

Special Analyses

It has been determined that this
Treasury Decision is not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
has also been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations, and because the
regulations do not impose a collection
of information on small entities, the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to
section 7805(f) of the Code, the notice
of proposed rulemaking preceding these
regulations was submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment
on its impact on small business.

Drafting Information

The principal author of these
regulations is Robert W. Lorence, Jr., of
the Office of Associate Chief Counsel
(International). However, other
personnel from the IRS and Treasury
participated in their development.

List of Subjects
26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

26 CFR Part 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

m Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

m Paragraph 1. The authority citation
for part 1 continues to read, in part, as
follows:

Authority: 26 U.S.C. 7805 * * *

§1.367(a)-3(b) also issued under 26 U.S.C.
367(a) * * *

§1.367(b)-13 also issued under 26 U.S.C.
367(b) * * *

m Par. 2. In § 1.358-6, paragraph (e) is
amended by adding a sentence at the
end of the paragraph to read as follows:

§1.358-6 Stock basis in certain triangular
reorganizations
* * * * *

(e) * * * For certain triangular
reorganizations where the surviving
corporation (S or T) is foreign, see
§1.367(b)-13.

* * * * *

m Par. 3. Section 1.367(a)-3 is amended
as follows:

m 1. In paragraph (a), remove the third
and fourth sentences, and add five
sentences in their place.

m 2. In paragraph (a), add a sentence at
the end of the paragraph.

m 3. Revise paragraph (b)(2)(i).
m 4. Revise paragraph (c)(5)(vi).

m 5. Revise paragraph (d)(1),
introductory text.

m 6. Revise paragraph (d)(1)(i).

m 7. In paragraph ((F](l](ii], add a
sentence at the end of the paragraph.

m 8. Revise paragraph (d)(1)(iii).

m 9. In paragraph (d)(1)(iv), remove the
language “Example 5’ and add
“Example 6 in its place, remove
“Example 7" and add “Example 8 in
its place, and remove “Example 11" and
add “Example 14” in its place.

m 10. Revise paragraph (d)(1)(v).

m 11. In paragraph (d)(1)(vi), remove the
language “Example 10 and Example
10A” and add “Example 13 and
Example 13A” in its place.

m 12. Revise paragraphs (d)(2)(i), (ii),
and (iv).

m 13. Revise paragraph (d)(2)(v)(A) and
Q).

m 14. Redesignate paragraph (d)(2)(v)(D)
as paragraph (d)(2)(v)(F).

m 15. Add new paragraphs (d
and (E).

m 16. Revise paragraph (d)(2)(vi).

m 17. Add new paragraph (d)(2)(vii).

m 18. In paragraph (d)(3), remove the
first sentence, and add two sentences in
its place.

m 19. In paragraph (d)(3), redesignate
the examples as follows and add the
following new examples:

)(2)(v)(D)

Redesignate As Add
Examples 7, Examples 8,
7A, 7B, and 8A, 8B,
7C. and 8C.
Examples 6 Examples 7
and 6A. and 7A.
Example 6C.
Examples 5, Examples 6,
5A, and 5B. 6A, and
6B.
Example 5A.
Example 4 .... | Example 5.
Example 3 .... | Example 4.
Example 2 .... | Example 3.
Example 2.

m 20. In paragraph (d)(3), newly
designated Example 3, the heading and
paragraph (i) are revised.

m 21. In paragraph (d)(3), newly
designated Example 5, paragraph (i),
remove the language ‘“‘paragraph
(d)(1)(iii)” and add “paragraph
(d)(1)(iii)(A)” in its place.

m 22. In paragraph (d)(3), newly
designated Example 5, paragraph (ii),
last sentence, remove the language “, or
if S sold all or a portion of the stock of
Y.

m 23. In paragraph (d)(3), newly
designated Example 6A, paragraph (i),
the first and last sentences, and
paragraph (ii), the first, fourth, and fifth
sentences are revised.

m 24. In paragraph (d)(3), newly
designated Example 6B is revised.

m 25. In paragraph (d)(3), newly
designated Example 8, paragraph (ii),
the fourth sentence is revised.

m 26. In paragraph (d)(3), newly
designated Example 9 is revised.

m 27. In paragraph (d)(3), newly
designated Example 12, paragraph (ii),
the fifth sentence is revised.

m 28. In paragraph (d)(3), revise newly
designated Example 16.

m 29. In paragraph (d)(3), for each of the
newly designated examples listed in the
first column, replace the language in the
second column with the language in the
third column:

Redesignated

examples Add

Remove

Example 7,
paragraph
().

Example 7A,
paragraph
(i) and

Example 5 .... | Example 6.

Example 6 .... | Example 7.

Redesignate As Add
Example 12 .. | Example 16.
Example 15.
Examples 11 | Examples 14
and 11A. and 74A.
Examples 10 | Examples 13
and 70A. and 713A.
Example 9 .... | Example 12.
Examples 10
and 11.
Example 8 .... | Example 9.

paragraph
(i), penul-
timate sen-
tence.

Example 8,
paragraph
().

Example 8A,
paragraph
(i).

Example 5 ....

Example 7 ....

Example 6.

Example 8.
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Redesignated

examples Add

Remove

Example 8B,
paragraph
(i)

Example 8C,
paragraph
(i).

Example 12,
paragraph
(i), third
sentence.

Example 13A,
paragraph
(i) and
paragraph
(ii), first
sentence.

Example 14A,
paragraph
(i).

Example 7 .... | Example 8.

Example 7 .... | Example 8.

Example 9 .... | Example 12.

Example 10 .. | Example 13.

Example 11 .. | Example 14.

m 30. Paragraph (e)(1) is revised.
The revisions and additions are as
follows:

§1.367(a)-3 Treatment of transfers of
stock or securities to foreign corporations.
* * * * *

(a) * * * However, if, in an exchange
described in section 354 or 356, a U.S.
person exchanges stock or securities of
a foreign corporation in a reorganization
described in section 368(a)(1)(E), or a
U.S. person exchanges stock or
securities of a domestic or foreign
corporation pursuant to an asset
reorganization that is not treated as an
indirect stock transfer under paragraph
(d) of this section, such section 354 or
356 exchange is not a transfer to a
foreign corporation subject to section
367(a). See paragraph (d)(3) Example 16
of this section. For purposes of this
section, an asset reorganization is
defined as a reorganization described in
section 368(a)(1) involving a transfer of
assets under section 361. If, in a transfer
described in section 361, a domestic
merging corporation transfers stock of a
controlling corporation to a foreign
surviving corporation in a
reorganization described in sections
368(a)(1)(A) and (a)(2)(E), such section
361 transfer is not subject to section
367(a) if the stock of the controlling
corporation is provided to the merging
corporation by the controlling
corporation pursuant to the plan of
reorganization; a section 361 transfer of
other property, including stock of the
controlling corporation not provided by
the controlling corporation pursuant to
the plan of reorganization, by the
domestic merging corporation to the
foreign surviving corporation pursuant
to such a reorganization is subject to
section 367(a). For special basis and
holding period rules involving foreign
corporations that are parties to certain

triangular reorganizations under section
368(a)(1), see §1.367(b)-13. * * * For
rules related to expatriated entities, see
section 7874 and the regulations
thereunder.

(b] * % 0k

(2) * % %

(i) In general. A transfer of foreign
stock or securities described in section
367(a) or the regulations thereunder as
well as in section 367(b) or the
regulations thereunder shall be subject
concurrently to sections 367(a) and (b)
and the regulations thereunder, except
as provided in paragraph (b)(2)(i)(A) or
(B) of this section. See paragraph (d)(3)
Examples 11 and 14 of this section.

(A) Section 367(b) and the regulations
thereunder shall not apply if a foreign
corporation is not treated as a
corporation under section 367(a)(1). See
the example in paragraph (b)(2)(ii) of
this section and paragraph (d)(3)
Example 14 of this section.

(B) If a foreign corporation transfers
assets to a domestic corporation in a
transaction to which § 1.367(b)-3(a) and
(b) and the indirect stock transfer rules
of paragraph (d) of this section apply,
and all the earnings and profits amount
attributable to the stock of an
exchanging shareholder under
§1.367(b)-3(b) is greater than the
amount of gain in such stock subject to
section 367(a) pursuant to the indirect
stock transfer rules of paragraph (d) of
this section, then the rules of section
367(b), and not the rules of section
367(a), shall apply to the exchange. See
paragraph (d)(3) Example 15 of this
section.

(C] * * %

(5) R

(vi) Transferee foreign corporation.
Except as provided in paragraph
(d)(2)(1)(B) of this section, a transferee
foreign corporation is the foreign
corporation whose stock is received in
the exchange by U.S. persons.

* * * * *

(d)* * *

(1) In general. For purposes of this
section, a U.S. person who exchanges,
under section 354 (or section 356) stock
or securities in a domestic or foreign
corporation for stock or securities in a
foreign corporation (or in a domestic
corporation in control of a foreign
acquiring corporation in a triangular
section 368(a)(1)(B) reorganization) in
connection with a transaction described
in paragraphs (d)(1)(i) through (v) of this
section (or who is deemed to make such
an exchange under paragraph (d)(1)(vi)
of this section) shall, except as provided
in paragraph (d)(2)(vii) of this section,
be treated as having made an indirect

transfer of such stock or securities to a
foreign corporation that is subject to the
rules of this section, including, for
example, the requirement, where
applicable, that the U.S. transferor enter
into a gain recognition agreement to
preserve nonrecognition treatment
under section 367(a). If the U.S. person
exchanges stock or securities of a
foreign corporation, see also section
367(b) and the regulations thereunder.
For examples of the concurrent
application of the indirect stock transfer
rules under section 367(a) and the rules
of section 367(b), see paragraph (d)(3)
Examples 14 and 15 of this section. For
purposes of this paragraph (d), if a
corporation acquiring assets in an asset
reorganization transfers all or a portion
of such assets to a corporation
controlled (within the meaning of
section 368(c)) by the acquiring
corporation as part of the same
transaction, the subsequent transfer of
assets to the controlled corporation will
be referred to as a controlled asset
transfer. See section 368(a)(2)(C).

(i) Mergers described in sections
368(a)(1)(A) and (a)(2)(D) and
reorganizations described in sections
368(a)(1)(G) and (a)(2)(D). A U.S. person
exchanges stock or securities of a
corporation (the acquired corporation)
for stock or securities of a foreign
corporation that controls the acquiring
corporation in a reorganization
described in either sections 368(a)(1)(A)
and (a)(2)(D), or in sections 368(a)(1)(G)
and (a)(2)(D). See paragraph (d)(3)
Example 1 of this section for an example
of a reorganization described in sections
368(a)(1)(A) and (a)(2)(D) involving
domestic acquired and acquiring
corporations, and see paragraph (d)(3)
Example 10 of this section for an
example involving a domestic acquired
corporation and a foreign acquiring
corporation.

(ii) * * * See paragraph (d)(3)
Example 2 of this section for an example
of a reorganization described in sections
368(a)(1)(A) and (a)(2)(E) involving
domestic acquired and acquiring
corporations, and see paragraph (d)(3)
Example 11 of this section for an
example involving a domestic acquired
corporation and a foreign acquiring
corporation.

(iii) Triangular reorganizations
described in section 368(a)(1)(B)—(A) A
U.S. person exchanges stock or
securities of the acquired corporation
for voting stock or securities of a foreign
corporation that is in control (as defined
in section 368(c)) of the acquiring
corporation in a reorganization
described in section 368(a)(1)(B). See
paragraph (d)(3) Example 5 of this
section.
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(B) A U.S. person exchanges stock or
securities of the acquired corporation
for voting stock or securities of a
domestic corporation that is in control
(as defined in section 368(c)) of a
foreign acquiring corporation in a
reorganization described in section
368(a)(1)(B). See paragraph (d)(3)
Example 5A of this section.

* * * * *

(v) Transfers of assets to subsidiaries
in certain section 368(a)(1)
reorganizations. A U.S. person
exchanges stock or securities of a
corporation (the acquired corporation)
for stock or securities of a foreign
acquiring corporation in an asset
reorganization (other than a triangular
section 368(a)(1)(C) reorganization
described in paragraph (d)(1)(iv) of this
section, a reorganization described in
sections 368(a)(1)(A) and (a)(2)(D) or
sections 368(a)(1)(G) and (a)(2)(D)
described in paragraph (d)(1)(i) of this
section, a reorganization described in
sections 368(a)(1)(A) and (a)(2)(E)
described in paragraph (d)(1)(ii) of this
section, or a same-country section
368(a)(1)(F) reorganization) that is
followed by a controlled asset transfer.
For purposes of this section, a same-
country section 368(a)(1)(F)
reorganization is a reorganization
described in section 368(a)(1)(F) in
which both the acquired corporation
and the acquiring corporation are
foreign corporations and are created or
organized under the laws of the same
foreign country. In the case of a
transaction described in this paragraph
(d)(1)(v) in which some but not all of the
assets of the acquired corporation are
transferred in a controlled asset transfer,
the transaction shall be considered to be
an indirect transfer of stock or securities
subject to this paragraph (d) only to the
extent of the assets so transferred. The
remaining assets shall be treated as
having been transferred by the acquired
corporation in an asset transfer rather
than an indirect stock transfer, and, if
the acquired corporation is a domestic
corporation, such asset transfer shall be
subject to the other provisions of section
367, including sections 367(a)(1), (3),
and (5), and (d). See paragraph (d)(3)
Examples 6A and 6B of this section.

* * * * *

(2) * *x %

(i) Transferee foreign corporation—
(A) General rule. Except as provided in
paragraph (d)(2)(i)(B) of this section, the
transferee foreign corporation shall be
the foreign corporation that issues stock
or securities to the U.S. person in the
exchange.

(B) Special rule for triangular
reorganizations described in paragraph

(d)(1)(iii)(B) of this section. In the case
of a triangular reorganization described
in paragraph (d)(1)(iii)(B) of this section,
the transferee foreign corporation shall
be the foreign acquiring corporation. See
paragraph (d)(3) Example 5A of this
section.

(ii) Transferred corporation. The
transferred corporation shall be the
acquiring corporation, except as
provided in this paragraph (d)(2)(ii). In
the case of a triangular section
368(a)(1)(B) reorganization described in
paragraph (d)(1)(iii) of this section, the
transferred corporation shall be the
acquired corporation. In the case of an
indirect stock transfer described in
paragraph (d)(1)(@), (ii), or (iv) of this
section followed by a controlled asset
transfer, or an indirect stock transfer
described in paragraph (d)(1)(v) of this
section, the transferred corporation shall
be the controlled corporation to which
the assets are transferred. In the case of
successive section 351 transfers
described in paragraph (d)(1)(vi) of this
section, the transferred corporation shall
be the corporation to which the assets
are transferred in the final section 351
transfer. The transferred property shall
be the stock or securities of the
transferred corporation, as appropriate

under the circumstances.
* * * * *

(iv) Gain recognition agreements
involving multiple parties. The U.S.
transferor’s agreement to recognize gain,
as provided in § 1.367(a)-8, shall
include appropriate provisions
consistent with the principles of these
rules, including a requirement that the
transferor recognize gain in the event of
a direct or indirect disposition of the
stock or assets of the transferred
corporation. For example, in the case of
a triangular section 368(a)(1)(B)
reorganization described in paragraph
(d)(1)(iii)(A) of this section, a
disposition of the transferred stock or
securities requiring the U.S. transferor
to recognize gain shall include a direct
or indirect disposition of such stock or
securities by the transferee foreign
corporation, such as a disposition of
such stock or securities by a foreign
acquiring corporation or a disposition of
the stock of the acquiring corporation
(either foreign or domestic) by the
transferee foreign corporation. In the
case of a triangular section 368(a)(1)(B)
reorganization described in paragraph
(d)(1)(iii)(B) of this section, a
disposition of the transferred stock or
securities requiring the U.S. transferor
to recognize gain shall occur, for
example, upon the disposition of such
stock or securities by the acquiring
corporation. Moreover, a disposition of

the stock of the acquiring corporation by
the domestic issuing corporation in a
taxable transaction shall, for example,
terminate the gain recognition
agreement. See § 1.367(a)-8(h)(1) and
paragraph (d)(3) Examples 5 and 5A of
this section.

(V) * *x %

(A) In the case of a reorganization
described in paragraph (d)(1)(i) of this
section (a reorganization described in
sections 368(a)(1)(A) and (a)(2)(D) or
sections 368(a)(1)(G) and (a)(2)(D)) or a
reorganization described in section
(d)(1)(iv) of this section (a triangular
section 368(a)(1)(C) reorganization), the

assets of the acquired corporation;
* * * * *

(C) In the case of an asset
reorganization followed by a controlled
asset transfer, as described in paragraph
(d)(1)(v) of this section, the assets of the
acquired corporation that are transferred
to the corporation controlled by the
acquiring corporation;

(D) In the case of a triangular
reorganization described in section
368(a)(1)(C) followed by a controlled
asset transfer, a reorganization described
in sections 368(a)(1)(A) and (a)(2)(D)
followed by a controlled asset transfer,
or a reorganization described in sections
368(a)(1)(G) and (a)(2)(D) followed by a
controlled asset transfer, the assets of
the acquired corporation including
those transferred to the corporation
controlled by the acquiring corporation;

(E) In the case of a reorganization
described in sections 368(a)(1)(A) and
(a)(2)(E) followed by a controlled asset
transfer, the assets of the acquiring
corporation including those transferred
to the corporation controlled by the
acquiring corporation; and

(vi) Coordination between asset
transfer rules and indirect stock transfer
rules—(A) General rule. Except as
otherwise provided in this paragraph
(d)(2)(vi), if, pursuant to any of the
transactions described in paragraph
(d)(1) of this section, a U.S. person
transfers (or is deemed to transfer) assets
to a foreign corporation in an exchange
described in section 351 or section 361,
the rules of section 367, including
sections 367(a)(1), (a)(3), and (a)(5), as
well as section 367(d), and the
regulations thereunder shall apply prior
to the application of the rules of this
section.

(B) Exceptions. (1) If a transaction is
described in paragraph (d)(2)(vi)(A) of
this section, sections 367(a) and (d)
shall not apply to the extent a domestic
corporation (domestic acquired
corporation) transfers its assets to a
foreign corporation (foreign acquiring
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corporation) in an asset reorganization,
and such assets (re-transferred assets)
are transferred to a domestic corporation
(domestic controlled corporation) in a
controlled asset transfer, provided that
the domestic controlled corporation’s
basis in such assets is no greater than
the basis that the domestic acquired
corporation had in such assets and the
conditions contained in either of the
following paragraphs are satisfied:

(1) The domestic acquired corporation
is controlled (within the meaning of
section 368(c)) by 5 or fewer domestic
corporations, appropriate basis
adjustments as provided in section
367(a)(5) are made to the stock of the
foreign acquiring corporation, and any
other conditions as provided in
regulations under section 367(a)(5) are
satisfied. For purposes of determining
whether the domestic acquired
corporation is controlled by 5 or fewer
domestic corporations, all members of
the same affiliated group within the
meaning of section 1504 shall be treated
as 1 corporation.

(ii) The requirements of paragraphs
(c)(1)(i), (ii), and (iv), and (c)(6) of this
section are satisfied with respect to the
indirect transfer of stock in the domestic
acquired corporation, and the domestic
acquired corporation attaches a
statement described in paragraph
(d)(2)(vi)(C) of this section to its U.S.
income tax return for the taxable year of
the transfer.

(2) Sections 367(a) and (d) shall not
apply to transfers described in
paragraph (d)(1)(vi) of this section
where a U.S. person transfers assets to
a foreign corporation in a section 351
exchange, to the extent that such assets
are transferred by such foreign
corporation to a domestic corporation in
another section 351 exchange, but only
if the domestic transferee’s basis in the
assets is no greater than the basis that
the U.S. transferor had in such assets.

(C) Required statement. The statement
required by paragraph (d)(2)(vi)(B)(1)(ii)
of this section shall be entitled
“Required Statement under § 1.367(a)-
3(d) for Assets Transferred to a
Domestic Corporation” and shall be
signed under penalties of perjury by an
authorized officer of the domestic
acquired corporation and by an
authorized officer of the foreign
acquiring corporation. The required
statement shall contain a certification
that, if the foreign acquiring corporation
disposes of any stock of the domestic
controlled corporation in a transaction
described in paragraph (d)(2)(vi)(D) of
this section, the domestic acquired
corporation shall recognize gain as
described in paragraph (d)(2)(vi)(E) of
this section. The domestic acquired

corporation (or the foreign acquiring
corporation on behalf of the domestic
acquired corporation) shall file a U.S.
income tax return (or an amended U.S.
tax return, as the case may be) for the
year of the transfer reporting such gain.

(D) Gain recognition transaction. (1) A
transaction described in this paragraph
(d)(2)(vi)(D) is one where a principal
purpose of the transfer by the domestic
acquired corporation is the avoidance of
U.S. tax that would have been imposed
on the domestic acquired corporation on
the disposition of the re-transferred
assets. A transfer may have a principal
purpose of tax avoidance even though
the tax avoidance purpose is
outweighed by other purposes when
taken together.

(2) For purposes of paragraph
(d)(2)(vi)(D)(1) of this section, a
transaction is deemed to have a
principal purpose of tax avoidance if the
foreign acquiring corporation disposes
of any stock of the domestic controlled
corporation (whether in a recognition or
non-recognition transaction) within 2
years of the transfer described in
paragraph (d)(2)(vi)(A) of this section.
The rule in this paragraph
(d)(2)(vi)(D)(2) shall not apply if the
domestic acquired corporation (or the
foreign acquiring corporation on behalf
of the domestic acquired corporation)
demonstrates to the satisfaction of the
Commissioner that the avoidance of
U.S. tax was not a principal purpose of
the transaction.

(E) Amount of gain recognized and
other matters. (1) In the case of a
transaction described in paragraph
(d)(2)(vi)(D) of this section, solely for
purposes of this paragraph (d)(2)(vi)(E),
the domestic acquired corporation shall
be treated as if, immediately prior to the
transfer described in paragraph
(d)(2)(vi)(A) of this section, it
transferred the re-transferred assets,
including any intangible assets, directly
to a domestic corporation in exchange
for stock of such domestic corporation
in a transaction that is treated as a
section 351 exchange, and immediately
sold such stock to an unrelated party for
its fair market value in a sale in which
it shall recognize gain, if any (but not
loss). Any gain recognized by the
domestic acquired corporation pursuant
to this paragraph (d)(2)(vi)(E) will
increase the basis that the foreign
acquiring corporation has in the stock of
the domestic controlled corporation
immediately before the transaction
described in paragraph (d)(2)(vi)(D) of
this section, but will not increase the
basis of the re-transferred assets held by
the domestic controlled corporation.
Section 1.367(d)-1T(g)(6) shall not
apply with respect to any intangible

property included in the re-transferred
assets described in this paragraph.

(2) If additional tax is required to be
paid as a result of a transaction
described in paragraph (d)(2)(vi)(D) of
this section, then interest must be paid
on that amount at rates determined
under section 6621 with respect to the
period between the date prescribed for
filing the domestic acquired
corporation’s income tax return for the
year of the transfer and the date on
which the additional tax for that year is

aid.
P (F) Examples. For illustrations of the
rules in paragraph (d)(2)(vi) of this
section, see paragraph (d)(3) Examples
6B, 6C, 9, and 13A of this section.

(vii) Change in status of a domestic
acquired corporation to a foreign
corporation. (A) A U.S. person that
exchanges stock or securities of a
domestic corporation for stock or
securities of a foreign corporation under
section 354 (or section 356) will be
treated for purposes of this section as
having made an indirect stock transfer
of the stock or securities of a foreign
corporation (and not of a domestic
corporation) to a foreign corporation
under paragraph (b) of this section (but
not paragraph (c) of this section), if the
acquired domestic corporation is a
subsidiary member (within the meaning
of § 1.1502-1(c)) of a consolidated group
(within the meaning of § 1.1502—1(h))
immediately before the transaction, and
if the transaction is either of the
following:

(1) Described in paragraph (d)(1)(i) or
(iv) of this section, but only if the
acquiring corporation is foreign. See
paragraph (d)(3) Examples 8, 9, 10 and
12 of this section.

(2) Described in paragraph (d)(1)(v) of
this section, but only to the extent the
controlled asset transfer is to a foreign
corporation. See paragraph (d)(3)
Example 6A of this section.

(B) The rules of paragraph
(d)(2)(vii)(A) of this section will not
apply to the extent assets transferred to
the foreign acquiring corporation in a
transaction described in paragraph
(d)(2)(vii)(A)(1) of this section, or assets
transferred to a foreign corporation in a
controlled asset transfer in a transaction
described in paragraph (d)(2)(vii)(A)(2)
of this section, are retransferred to a
domestic controlled corporation in one
or more successive transfers as part of
the same transaction. See paragraph
(d)(3) Example 9 of this section.

(3) * * * The rules of this paragraph
(d) and §1.367(a)-8 are illustrated by
the following examples. For purposes of
these examples, assume section 7874
does not apply.

* * * * *
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Example 2. Section 368(a)(1)(A)/(a)(2)(E)
reorganization—(i) Facts. The facts are the
same as in Example 1, except that Newco
merges into W and Newco receives stock of
W which it distributes to F in a
reorganization described in sections
368(a)(1)(A) and (a)(2)(E). Pursuant to the
reorganization, A receives 40 percent of the
stock of F in an exchange described in
section 354.

(ii) Result. The consequences of the
transfer are similar to those described in
Example 1. Pursuant to paragraph (d)(1)(ii) of
this section, A is considered to have
transferred its W stock to F pursuant to the
indirect stock transfer rules. F is treated as
the transferee foreign corporation, and W is
treated as the transferred corporation.
Provided that the requirements of paragraph
(c)(1) of this section are satisfied, including
the requirement that A enter into a five-year
gain recognition agreement as described in
§1.367(a)-8, A’s exchange of W stock for F
stock under section 354 will not be subject
to section 367(a)(1).

Example 3. Taxable transaction pursuant
to indirect stock transfer rules—(i) Facts. The
facts are the same as in Example 1, except
that A receives 55 percent of either the total
voting power or the total value of the stock
of F in the transaction.

* * * * *

Example 5A. Triangular section
368(a)(1)(B) reorganization—(i) Facts. The
facts are the same as in Example 5, except
that F is a domestic corporation and S is a
foreign corporation.

(ii) Result. U’s exchange of Y stock for
stock of F, a domestic corporation in control
of S, the foreign acquiring corporation, is
treated as an indirect transfer of Y stock to
a foreign corporation under paragraph
(d)(1)(iii)(B) of this section. U’s exchange of
Y stock for F stock will not be subject to
section 367(a)(1) provided that all of the
requirements of paragraph (c)(1) of this
section are satisfied, including the
requirement that U enter into a five-year gain
recognition agreement. In satisfying the 50
percent or less ownership requirements of
paragraphs (c)(1)(i) and (ii) of this section,
U’s indirect ownership of S stock (through its
direct ownership of F) will determine
whether the requirement of paragraph
(c)(1)(d) of this section is satisfied and will be
taken into account in determining whether
the requirement of paragraph (c)(1)(ii) of this
section is satisfied. See paragraph (c)(4)(iv) of
this section. For purposes of this section, S
is treated as the transferee foreign
corporation (see paragraph (d)(2)(i)(B) of this
section). The gain recognition agreement
would be triggered, for example, if S sold all
or a portion of the stock of Y, or if Y sold
substantially all of its assets (within the
meaning of section 368(a)(1)(C)). In addition,
if F disposed of the stock of S in a taxable
transaction the gain recognition agreement
would be terminated.

* * * * *

Example 6A. Section 368(a)(1)(C)
reorganization followed by a controlled asset
transfer—(i) Facts. The facts are the same as
in Example 6, except that the transaction is
structured as a section 368(a)(1)(C)
reorganization with Z transferring its assets

to F, followed by a controlled asset transfer,
and R is a foreign corporation. * * * F then
contributes Businesses B and C to R in a
controlled asset transfer.

(i1) Result. The transfer of the Business A
assets by Z to F does not constitute an
indirect stock transfer under paragraph (d) of
this section, and, subject to section 367(a)(5),
the Business A assets qualify for the section
367(a)(3) active trade or business exception
and are not subject to section 367(a). * * *
Subject to section 367(a)(5), the Business B
assets may qualify for the exception under
section 367(a)(3) and §1.367(a)-2T(c)(2) for
assets that will be used by R in an active
trade or business outside the United States.
Pursuant to paragraphs (d)(1) and
(d)(2)(vii)(A)(2) of this section, V is deemed
to transfer the stock of a foreign corporation
to F in a section 354 exchange subject to the
rules of paragraphs (b) and (d) of this section.
E I

* * * * *

Example 6B. Section 368(a)(1)(C)
reorganization followed by a controlled asset
transfer to a domestic controlled
corporation—(i) Facts. The facts are the same
as in Example 6A, except that R is a domestic
corporation.

(ii) Result. As in Example 6A, the
outbound transfer of the Business A assets to
F is not affected by the rules of this
paragraph (d) and is subject to the general
rules under section 367. However, subject to
section 367(a)(5), the Business A assets
qualify for the section 367(a)(3) active trade
or business exception and are not subject to
section 367(a). The Business B and C assets
are part of an indirect stock transfer under
this paragraph (d) but must first be tested
under section 367(a) and (d). The Business B
assets qualify for the active trade or business
exception under section 367(a)(3); the
Business C assets do not. However, pursuant
to paragraph (d)(2)(vi)(B) of this section, the
Business B and C assets are not subject to
section 367(a) or (d), provided that the basis
of the Business B and C assets in the hands
of R is no greater than the basis of the assets
in the hands of Z, and appropriate basis
adjustments are made pursuant to section
367(a)(5) to the stock of F held by V. V also
is deemed to make an indirect transfer of Z
stock under the rules of paragraph (d) of this
section to the extent the assets are transferred
to R. To preserve non-recognition treatment
under section 367(a), and assuming the other
requirements of paragraph (c) of this section
are satisfied, V must enter into a 5-year gain
recognition agreement in the amount of $50,
the amount of the appreciation in the
Business B and C assets, as the transfer of
such assets by Z was not taxable under
section 367(a)(1) and constituted an indirect
stock transfer.

Example 6C. Section 368(a)(1)(C)
reorganization followed by a controlled asset
transfer to a domestic controlled
corporation—(i) Facts. The facts are the same
as in Example 6B, except that Z is owned by
U.S. individuals, none of whom qualify as
five-percent target shareholders with respect
to Z within the meaning of paragraph
(c)(5)(iii) of this section. The following
additional facts are present. No U.S. persons
that are either officers or directors of Z own

any stock of F immediately after the transfer.
F is engaged in an active trade or business
outside the United States that satisfies the
test set forth in paragraph (c)(3) of this
section.

(ii) Result. The Business A assets
transferred to F are not re-transferred to R
and therefore Z’s transfer of these assets is
not subject to the rules of paragraph (d) of
this section. However, the transfer of such
assets is subject to gain recognition under
section 367(a)(1), because the section
367(a)(3) active trade or business exception is
inapplicable pursuant to section 367(a)(5).
The Business B and C assets are part of an
indirect stock transfer under this paragraph
(d) but must first be tested with respect to Z
under section 367(a) and (d), as provided in
paragraph (d)(2)(vi) of this section. The
transfer of the Business B assets (which
otherwise would satisfy the section 367(a)(3)
active trade or business exception) generally
is subject to section 367(a)(1) pursuant to
section 367(a)(5). The transfer of the Business
C assets generally is subject to section
367(a)(1) because these assets do not qualify
for the active trade or business exception
under section 367(a)(3). However, pursuant
to paragraph (d)(2)(vi)(B) of this section, the
transfer of the Business B and C assets is not
subject to sections 367(a)(1) and (d), provided
the basis of the Business B and C assets in
the hands of R is no greater than the basis
in the hands of Z and certain other
requirements are satisfied. Even though Z is
not controlled within the meaning of section
368(c) by 5 or fewer domestic corporations,
Z may avoid immediate gain recognition
under section 367(a) and (d) on the transfers
of the Business B and Business C assets to F
if, pursuant to paragraph (d)(3)(vi)(B) of this
section, the indirect transfer of Z stock
satisfies the requirements of paragraphs
(c)(1)@), (i1), and (iv), and (c)(6) of this
section, and Z attaches a statement described
in paragraph (d)(2)(vi)(C) of this section to its
U.S. income tax return for the taxable year of
the transfer. In general, the statement must
contain a certification that, if F disposes of
the stock of R (in a recognition or
nonrecognition transaction) and a principal
purpose of the transfer is the avoidance of
U.S. tax that would have been imposed on Z
on the disposition of the Business B and C
assets transferred to R, then Z (or F on behalf
of Z) will file a return (or amended return as
the case may be) recognizing gain ($50), as
if, immediately prior to the reorganization, Z
transferred the Business B and C assets to a
domestic corporation in exchange for stock in
a transaction treated as a section 351
exchange and immediately sold such stock to
an unrelated party for its fair market value.
A transaction is deemed to have a principal
purpose of U.S. tax avoidance if F disposes
of R stock within two years of the transfer,
unless Z (or F on behalf of Z) can rebut the
presumption to the satisfaction of the
Commissioner. See paragraph (d)(2)(vi)(D)(2)
of this section. With respect to the indirect
transfer of Z stock, assume the requirements
of paragraphs (c)(1)(i), (ii), and (iv) of this
section are satisfied. Thus, assuming Z
attaches the statement described in paragraph
(d)(2)(vi)(C) of this section to its U.S. income
tax return and satisfies the reporting
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requirements of (c)(6) of this section, the
transfer of Business B and C assets is not
subject to immediate gain recognition under
section 367(a) or (d).

* * * * *

Example 8. Concurrent application of asset
transfer and indirect stock transfer rules in
consolidated return setting—(i) Facts. * * *

(ii) * * * Pursuant to paragraphs (d)(1)
and (d)(2)(vii)(A)(1) of this section, V is
deemed to transfer the stock of a foreign
corporation to F in a section 354 exchange
subject to the rules of paragraphs (b) and (d)
of this section, and therefore must enter into
a gain recognition agreement in the amount
of $60 (the gain realized but not recognized
by V in the stock of Z after the $40 basis
adjustment).

* * * * *

Example 9. Indirect stock transfer by
reason of a controlled asset transfer—(i)
Facts. The facts are the same as in Example
8, except that R transfers the Business A
assets to M, a wholly owned domestic
subsidiary of R, in a controlled asset transfer.
In addition, V’s basis in its Z stock is $90.

(ii) Result. Pursuant to paragraph
(d)(2)(vi)(B) of this section, sections 367(a)
and (d) do not apply to Z’s transfer of the
Business A assets to R, because such assets
are re-transferred to M, a domestic
corporation, provided that the basis of the
Business A assets in the hands of M is no
greater than the basis of the assets in the
hands of Z, and certain other requirements
are satisfied. Because Z is controlled (within
the meaning of section 368(c)) by V, a
domestic corporation, appropriate basis
adjustments must be made pursuant to
section 367(a)(5) to the stock of F held by V.
Section 367(a)(1) does not apply to Z’s
transfer of its Business B assets to R (which
are not re-transferred to M) because such
assets qualify for an exception to gain
recognition under section 367(a)(3), subject
to section 367(a)(5). Pursuant to paragraphs
(d)(1) and (d)(2)(vii)(A)(1) of this section, V
is generally deemed to transfer the stock of
a foreign corporation to F in a section 354
exchange subject to the rules of paragraphs
(b) and (d) of this section, including the
requirement that V enter into a 5-year gain
recognition agreement and comply with the
requirements of § 1.367(a)-8. However,
pursuant to paragraph (d)(2)(vii)(B) of this
section, paragraph (d)(2)(vii)(A)(1) of this
section does not apply to the extent of the
transfer of business A assets by Rto M, a
domestic corporation. As a result, to the
extent of the business A assets transferred by
RtoM, V is deemed to transfer the stock of
Z (a domestic corporation) to F in a section
354 exchange subject to the rules of
paragraphs (c) and (d) of this section. Thus,
with respect to V’s indirect transfer of Z stock
to F, such transfer is not subject to gain
recognition under section 367(a)(1) if the
requirements of paragraph (c) of this section
are satisfied, including the requirement that
V enter into a 5-year gain recognition
agreement and comply with the requirements
of § 1.367(a)-8. Under paragraphs (d)(2)(i)
and (ii) of this section, the transferee foreign
corporation is F and the transferred
corporation is M. Pursuant to paragraph
(d)(2)(iv) of this section, a disposition by F

of the stock of R, or a disposition by R of the
stock of M, will trigger the gain recognition
agreement. To determine whether an asset
disposition constitutes a deemed disposition
of the transferred corporation’s stock under
the rules of § 1.367(a)-8(e)(3)(i), both the
Business A assets in M and the Business B
assets in R must be considered.

Example 10. Concurrent application of
direct stock transfer and indirect stock
transfer rules in section 368(a)(1)(A)/(a)(2)(D)
reorganization—(i) Facts. The facts are the
same as in Example 8, except that R acquires
all of the assets of Z in a reorganization
described in sections 368(a)(1)(A) and
(a)(2)(D). Pursuant to the reorganization, V
receives 30 percent of the stock of F in a
section 354 exchange.

(ii) Result. The consequences of the
transaction are similar to those in Example 8.
The assets of Businesses A and B that are
transferred to R must be tested under section
367(a) and (d) prior to the consideration of
the indirect stock transfer rules of this
paragraph (d). The Business B assets qualify
for the active trade or business exception
under section 367(a)(3), subject to section
367(a)(5). Because the Business A assets do
not qualify for the exception, Z must
recognize $40 of gain under section 367(a) on
the transfer of Business A assets to R.
Further, because V and Z file a consolidated
return, V’s basis in the stock of Z is increased
from $100 to $140 as a result of Z’s $40 gain.
Pursuant to paragraphs (d)(1) and
(d)(2)(vii)(A)(1) of this section, V is deemed
to transfer the stock of a foreign corporation
to F in a section 354 exchange subject to the
rules of paragraphs (b) and (d) of this section.
V’s indirect transfer of foreign stock will be
taxable under section 367(a) unless V enters
into a gain recognition agreement in the
amount of $60 ($200 value of Z stock less
$140 adjusted basis).

Example 11. Concurrent application of
section 367(a) and (b) in section 368(a)(1)(A)/
(a)(2)(E) reorganization—(i) Facts. F, a
foreign corporation, owns all the stock of D,
a domestic corporation. V, a domestic
corporation, owns all the stock of Z, a foreign
corporation. V has a basis of $100 in the
stock of Z which has a fair market value of
$200. D is an operating corporation with
assets valued at $100 with a basis of $60. In
a reorganization described in sections
368(a)(1)(A) and (a)(2)(E), D merges into Z,
and V exchanges its Z stock for 55 percent
of the outstanding F stock.

(ii) Result. Under paragraph (d)(1)(ii) of
this section, V is treated as making an
indirect transfer of Z stock to F. V’s exchange
of Z stock for F stock will be taxable under
section 367(a) (and section 1248 will be
applicable) if V fails to enter into a 5-year
gain recognition agreement in accordance
with the requirements of § 1.367(a)-8. Under
paragraph (b)(2) of this section, if V enters
into a gain recognition agreement, the
exchange will be subject to the provisions of
section 367(b) and the regulations thereunder
as well as section 367(a). Under § 1.367(b)—
4(b), however, no income inclusion is
required because both F and Z are controlled
foreign corporations with respect to which V
is a section 1248 shareholder immediately
after the exchange. Under paragraphs (d)(2)(i)

and (ii) of this section, the transferee foreign
corporation is F, and the transferred
corporation is Z (the acquiring corporation).
If F disposes (within the meaning of
§1.367(a)-8(e)) of all (or a portion) of Z stock
within the 5-year term of the agreement (and
V has not made a valid election under
§1.367(a)-8(b)(1)(vii)), V is required to file an
amended return for the year of the transfer
and include in income, with interest, the gain
realized but not recognized on the initial
section 354 exchange. To determine whether
Z (the transferred corporation) disposes of
substantially all of its assets, only the assets
of Z immediately prior to the transaction are
taken into account, pursuant to paragraph
(d)(2)(v)(B) of this section. Because D is
owned by F, a foreign corporation, section
367(a)(5) precludes any assets of D from
qualifying for nonrecognition under section
367(a)(3). Thus, D recognizes $40 of gain on
the transfer of its assets to Z under section
367(a)(1).

Example 12. Concurrent application of
direct and indirect stock transfer rules—(i)
Facts. * * *

(ii) * * * Pursuant to paragraphs (d)(1)
and (d)(2)(vii)(A)(1) of this section, D is
deemed to transfer the stock of a foreign
corporation to F in a section 354 exchange
subject to the rules of paragraphs (b) and (d)
of this section, and therefore may enter into
a gain recognition agreement for such
indirect stock transfer as provided in
paragraph (b) of this section and § 1.367(a)—
8. * * %

* * * * *

Example 15. Concurrent application of
indirect stock transfer rules and section
367(b)—(i) Facts. F, a foreign corporation,
owns all of the stock of Newco, a domestic
corporation. P, a domestic corporation, owns
all of the stock of FC, a foreign corporation.
P’s basis in the stock of FC is $50 and the
value of FC stock is $100. The all earnings
and profits amount with respect to the FC
stock held by P is $60. See § 1.367(b)-2(d).
In a reorganization described in sections
368(a)(1)(A) and (a)(2)(D) (and paragraph
(d)(1)(i) of this section), Newco acquires all
of the properties of FC, and P exchanges its
stock in FC for 20 percent of the stock in F.

(ii) Result. P’s section 354 exchange is
considered an indirect stock transfer under
paragraph (d)(1)(i) of this section. Further,
because the assets of FC were acquired by
Newco, a domestic corporation, in an asset
reorganization, the transaction is within
§1.367(b)-3(a) and (b). Because the
transaction is subject to § 1.367(b)-3 and the
indirect stock rules of paragraph (d) of this
section, and because the all earnings and
profits amount with respect to the FC stock
exchanged by P ($60) is greater than the gain
in such stock subject to section 367(a) ($50),
the section 367(b) rules (and not the section
367(a) rules) apply to the exchange. See
§1.367(a)-3(b)(2)(i)(B). Under the rules of
section 367(b), P must include in income the
all earnings and profits amount of $60 with
respect to its FC stock. See § 1.367(b)-3.
Alternatively, if P’s all earnings and profits
amount with respect to its FC stock were $30
(which is less than the gain in such stock
subject to section 367(a) ($50)), section 367(b)
and the regulations thereunder would not
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apply if there is gain recognition under
section 367(a). Thus, if P failed to enter into
a 5-year gain recognition agreement in
accordance with §1.367(a)-8, then P would
recognize $50 of gain under section 367(a)
and there would be no income inclusion
under section 367(b). If, instead, P enters into
a 5-year gain recognition agreement under

§ 1.367(a)-8, thereby avoiding immediate
gain recognition on the entire $50 of section
367(a) gain, P is required to include in
income the all earnings and profits amount
of $30. In such a case, P will adjust its basis
in the FC stock pursuant to § 1.367(b)-
2(e)(3)(ii) and enter into a gain recognition
agreement in the amount of $20.

Example 16. Direct asset reorganization
not subject to stock transfer rules—(i) Facts.
D is a domestic corporation that owns all the
stock of F1 and F2, both foreign corporations.
In a reorganization described in section
368(a)(1)(D), F2 acquires all of the assets of
F1, and D receives 30 percent of the stock of
F2 in an exchange described in section 354.

(ii) Result. The section 368(a)(1)(D)
reorganization is not an indirect stock
transfer described in paragraph (d) of this
section. Moreover, the section 354 exchange
by D of F1 stock for F2 stock is not an
exchange described under section 367(a). See
paragraph (a) of this section.

(e) * *x %

(1) Rules of applicability—(A) Except
as otherwise provided in this paragraph
(e), the rules in paragraphs (a), (b), and
(d) of this section apply to transfers
occurring on or after July 20, 1998.

(B) The following rules apply to
transactions occurring on or after
January 23, 2006—

(1) The rules in paragraphs (a) and (d)
of this section, as they apply to section
368(a)(1)(A) reorganizations (including
reorganizations described in section
368(a)(2)(D) or (E)) involving a foreign
acquiring or foreign acquired
corporation;

(2) The rules in paragraph (b)(2)(i)(B)
of this section;

(3) The rules in paragraph (d) of this
section, as they apply to section
368(a)(1)(G) reorganizations (including
reorganizations described in section
368(a)(2)(D));

(4) The rules of paragraph (d)(1) and
(d)(2)(iv), as they relate to exchanges by
a U.S. person of securities of an
acquired corporation for voting stock or
securities of a foreign corporation in
control of the acquiring corporation in
a triangular section 368(a)(1)(B)
reorganization;

(5) The rules in paragraph (d)(1) and
(d)(2)(iv) of this section, as they relate
to exchanges by a U.S. person of stock
or securities of an acquired corporation
for voting stock or securities of a
domestic corporation in control of the
foreign acquiring corporation in a
triangular section 368(a)(1)(B)
reorganization; and

(6) The rules in paragraph (d)(2)(vii)
of this section.

(C) The rules of paragraph (a) of this
section that apply to transfers of
securities in a section 354 or 356
exchange (pursuant to a section
368(a)(1)(E) reorganization or an asset
reorganization that is not treated as an
indirect stock transfer) that is not
subject to section 367(a) apply only to
transfers occurring after January 5, 2005
(although taxpayers may apply such
provision to transfers of securities
occurring on or after July 20, 1998, and
on or before January 5, 2005, if done
consistently to all transactions).

(D) The rules in paragraph (d)(1)(v) of
this section apply to:

(1) A reorganization described in
section 368(a)(1)(C) followed by a
controlled asset transfer if such
reorganization occurs on or after July 20,
1998;

(2) A reorganization described in
section 368(a)(1)(D) followed by a
controlled asset transfer if such
reorganization occurs after December 9,
2002 (for additional guidance
concerning such reorganizations that
occur on or after July 20, 1998 and on
or before December 9, 2002, see Rev.
Rul. 2002-85 (2002—2 C.B. 986) and
§601.601(d)(2) of this chapter); and

(3) A reorganization described in
section 368(a)(1)(A), (F), or (G) followed
by a controlled asset transfer if such
reorganization occurs on or after January
23, 2006.

(E) The rules of paragraph (d)(2)(vi) of
this section apply only to transactions
occurring on or after January 23, 2006.
See §1.367(a)-3(d)(2)(vi), as contained
in 26 CFR part 1 revised as of April 1,
2005, for transactions occurring on or
after July 20, 1998 and before January
23, 2006.

(F) With respect to certain transfers of
domestic stock or securities, the rules in
paragraph (c) of this section are
generally applicable for transfers
occurring after January 29, 1997. See
§1.367(a)-3(c)(11). For transition rules
regarding certain transfers of domestic
stock or securities after December 16,
1987, and before January 30, 1997, and
transfers of foreign stock or securities
after December 16, 1987, and before July
20, 1998, see paragraph (g) of this
section.

* * * * *

m Par. 4. Section 1.367(a)-8 is amended
as follows:

m 1. In paragraphs (c)(2) and (d), remove
the words “district director”” and add
“Director of Field Operations” in their
place.

m 2. In paragraph (e)(1)(i), a sentence is
added after the first sentence.

The addition reads as follows:

§1.367(a)-8 Gain recognition agreement
requirements.
* * * * *

(e) * *x %

(1 * % %

(i) * * *Italso includes an indirect
disposition of the stock of the
transferred corporation as described in
§1.367(a)-3(d)(2)(iv). * * *

* * * * *

m Par.5.In §1.367(b)-1(a), remove the
third and fourth sentences and add a
sentence in their place to read as
follows:

§1.367(b)-1 Other transfers.

(@) * * * Forrules coordinating the
concurrent application of sections
367(a) and (b), see §1.367(a)-3(b)(2).

* * %

* * * *

m Par. 6. In §1.367(b)-3(b)(3)(ii), revise
paragraph (i) of Example 5 to read as
follows:

§1.367(b)-3 Repatriation of foreign
corporate assets in certain nonrecognition
transactions.
*
(b)
(3)
(i)
Example 5. (i) Facts. DC1, a domestic
corporation, owns all of the outstanding
stock of FC1, a foreign corporation. FC1 owns
all of the outstanding stock of FC2, a foreign
corporation. The all earnings and profits
amount with respect to the FC2 stock owned
by FC1 is $20. In a reorganization described
in section 368(a)(1)(A), DC2, a domestic
corporation unrelated to FC1 or FC2, acquires
all of the assets and liabilities of FC2
pursuant to a State W merger. FC2 receives
DC2 stock and distributes such stock to FC1.
The FC2 stock held by FC1 is canceled, and
FC2 ceases its separate legal existence.
* * * * *

* * *

% ¥ % %

* ok
L
* %

m Par. 7. Section 1.367(b)—4 is amended
as follows.
m 1. Paragraph (a) is revised.
m 2. The heading and first sentence of
paragraph (b)(1)(i) are revised.
m 3. Paragraph (b)(1)(ii) is redesignated
as paragraph (b)(1)(iii), and new
paragraph (b)(1)(ii) is added.
m 4. In newly designated paragraph
(b)(1)(iii) Examples 3A and 3B are
added after Example 3.

The revisions and additions read as
follows:

§1.367(b)-4 Acquisition of foreign
corporate stock or assets by a foreign
corporation in certain nonrecognition
transactions.

(a) Scope. This section applies to an
acquisition by a foreign corporation (the
foreign acquiring corporation) of the
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stock or assets of a foreign corporation
(the foreign acquired corporation) in an
exchange described in section 351 or a
reorganization described in section
368(a)(1). In the case of a reorganization
described in sections 368(a)(1)(A) and
(a)(2)(E), this section applies if stock of
the foreign surviving corporation is
exchanged for stock of a foreign
corporation in control of the merging
corporation; in such a case, the foreign
surviving corporation is treated as a
foreign acquired corporation for
purposes of this section. A foreign
corporation that undergoes a
reorganization described in section
368(a)(1)(E) is treated as both the foreign
acquired corporation and the foreign
acquiring corporation for purposes of
this section. See § 1.367(a)—-3(b)(2) for
transactions subject to the concurrent
application of this section and section
367(a).

* x %

RS

(i) General rule. Except as provided in
paragraph (b)(1)(ii) of this section, an
exchange is described in this paragraph
(b)(1)(1) if—

* * * * *

(ii) Exception. In the case of a
triangular reorganization described in
§1.358-6(b)(2), or a reorganization
described in sections 368(a)(1)(G) and
(a)(2)(D), an exchange is not described
in paragraph (b)(1)(i) of this section if
the stock received in the exchange is
stock of a domestic corporation and,
immediately after the exchange, such
domestic corporation is a section 1248
shareholder of the acquired corporation
(in the case of a triangular B
reorganization) or the surviving
corporation (in the case of a triangular
C reorganization, a forward triangular
merger, a reorganization described in
sections 368(a)(1)(G) and (a)(2)(D), or a
reverse triangular merger) and such
acquired or surviving corporation is a
controlled foreign corporation. See
§1.367(b)-13(c) for rules regarding such
domestic corporation’s basis in the stock
of the surviving corporation. See
paragraph (b)(1)(iii) of this section,
Example 3B for an illustration of this
rule.

(111) * % %

Example 3A. (i) Facts. The facts are the
same as in Example 3, except that FC1
merges into FC2 in a reorganization
described in sections 368(a)(1)(A) and
(a)(2)(E). Pursuant to the reorganization, DC
exchanges its FC2 stock for stock of FP.

(ii) Result. The result is similar to the result
in Example 3. The transfer is an indirect
stock transfer subject to section 367(a). See
§1.367(a)-3(d)(1)(ii). Accordingly, DC’s
exchange of FC2 stock for FP stock will be
taxable under section 367(a) (and section

1248 will be applicable) if DC fails to enter
into a gain recognition agreement. If DC
enters into a gain recognition agreement, the
exchange will be subject to the provisions of
section 367(b) and the regulations
thereunder, as well as section 367(a). If FP
and FC2 are controlled foreign corporations
as to which DC is a section 1248 shareholder
immediately after the reorganization, then
paragraph (b)(1)(i) of this section does not
apply to require DC to include in income the
section 1248 amount attributable to the FC2
stock that was exchanged and the amount of
the gain recognition agreement is the amount
of gain realized on the indirect stock transfer.
If FP or FC2 is not a controlled foreign
corporation as to which DC is a section 1248
shareholder immediately after the exchange,
then DC must include in income as a deemed
dividend from FC2 the section 1248 amount
($20) attributable to the FC2 stock that DC
exchanged. Under these circumstances, the
gain recognition agreement would be the
amount of gain realized on the indirect
transfer, less the $20 section 1248 amount
inclusion.

Example 3B. (i) Facts. The facts are the
same as Example 3, except that USP, a
domestic corporation, owns the controlling
interest (within the meaning of section
368(c)) in FC1 stock. In addition, FC2 merges
into FC1 in a reorganization described in
sections 368(a)(1)(A) and (a)(2)(D). Pursuant
to the reorganization, DC exchanges its FG2
stock for USP stock.

(ii) Result. Because DC receives stock of a
domestic corporation, USP, in the section
354 exchange, the transfer is not an indirect
stock transfer subject to section 367(a).
Accordingly, the exchange will be subject
only to the provisions of section 367(b) and
the regulations thereunder. Under paragraph
(b)(1)(ii) of this section, because the stock
received is stock of a domestic corporation
(USP) and, immediately after the exchange,
USP is a section 1248 shareholder of FC1 (the
surviving corporation) and FC1 is a
controlled foreign corporation, the exchange
is not described in paragraph (b)(1)(i) of this
section and DC is not required to include in
income the section 1248 amount attributable
to the FC2 stock that was exchanged. See
§1.367(b)-13(c) for the basis and holding
period rules applicable to this transaction,
which cause USP’s adjusted basis and
holding period in the stock of FC1 after the
transaction to reflect the basis and holding
period that DC had in its FC2 stock.

* * * * *

m Par. 8. In § 1.367(b)—6, paragraph
(a)(1), add two sentences to the end to
read as follows:

§1.367(b)-6 Effective dates and
coordination rules.

(a] EE

(1) * * * The rules of §§1.367(b)-3
and 1.367(b)—4, as they apply to
reorganizations described in section
368(a)(1)(A) (including reorganizations
described in section 368(a)(2)(D) or (E))
involving a foreign acquiring or foreign
acquired corporation, apply only to
transfers occurring on or after January

23, 2006. Section 1.367(b)—4(b)(1)(ii)
applies to triangular B reorganizations
occurring on or after February 23, 2000
and to all other triangular
reorganizations and reorganizations
described in section 368(a)(1)(G) and
(a)(2)(D) occurring on or after January
23, 2006.

* * * * *

m Par. 9. Section 1.367(b)—13 is added to
read as follows:

§1.367(b)-13 Special rules for determining
basis and holding period.

(a) Scope and definitions—(1) Scope.
This section provides special basis and
holding period rules to determine the
basis and holding period of stock of
certain foreign surviving corporations
held by a controlling corporation whose
stock is issued in an exchange under
section 354 or 356 in a triangular
reorganization. This section applies to
transactions that are subject to section
367(b) as well as section 367(a),
including transactions concurrently
subject to sections 367(a) and (b).

(2) Definitions. For purposes of this
section, the following definitions apply:
(i) A block of stock has the meaning

provided in § 1.1248-2(b).

(ii) A triangular reorganization is a
reorganization described in § 1.358—
6(b)(2)(@), (i1), or (iii) or in sections
368(a)(1)(G) and (a)(2)(D) (a forward
triangular merger, triangular C
reorganization, reverse triangular
merger, or triangular G reorganization,
respectively). For purposes of triangular
reorganizations—

(A) P is a corporation that is a party
to a reorganization that is in control
(within the meaning of section 368(c)) of
another party to the reorganization and
whose stock is transferred pursuant to
the reorganization;

(B) S is a corporation that is a party
to the reorganization and that is
controlled by P; and

(C) T is a corporation that is another
party to the reorganization.

(b) Determination of basis for
exchanges of foreign stock or securities
under section 354 or 356. For rules
determining the basis of stock or
securities in a foreign corporation
received in a section 354 or 356
exchange, see § 1.358-2.

(c) Determination of basis and holding
period for triangular reorganizations—
(1) Application. In the case of a
triangular reorganization described in
paragraph (a)(2)(ii) of this section, this
paragraph (c) applies, if—

(i)(A) Immediately before the
transaction, either P is a section 1248
shareholder with respect to S, or P is a
foreign corporation and a United States
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person is a section 1248 shareholder
with respect to both P and S; and

(B) In the case of a reverse triangular
merger, P’s exchange of S stock is not
described in § 1.367(b)-3(a) and (b) or in
§1.367(b)—4(b)(1)(d), (2)(i), or (3); or

(i1)(A) Immediately before the
transaction, a shareholder of T is a
section 1248 shareholder with respect to
T, or a shareholder of T is a foreign
corporation and a United States person
is a section 1248 shareholder with
respect to both such foreign corporation
and T; and

(B) With respect to at least one of the
exchanging shareholders described in
paragraph (c)(1)(ii)(A) of this section,
the exchange of T stock is not described
in §1.367(b)-3(a) and (b) or in
§1.367(b)—4(b)(1)(i), (2)(i), or (3).

(2) Basis and holding period rules. In
the case of a triangular reorganization
described in paragraph (c)(1) of this
section, each share of stock of the
surviving corporation (S or T) held by
P must be divided into portions
attributable to the S stock and the T
stock immediately before the exchange.
See paragraph (e) of this section
Examples 1 through 4 for illustrations of
this rule.

(i) Portions attributable to S stock—
(A) In the case of a forward triangular
merger, a triangular C reorganization, or
a triangular G reorganization, the basis
and holding period of the portion of
each share of surviving corporation
stock attributable to the S stock is the
basis and holding period of such share
of stock immediately before the
exchange.

(B) In the case of a reverse triangular
merger, the basis and holding period of
the portion of each share of surviving
corporation stock attributable to the S
stock is the basis and the holding period
immediately before the exchange of a
proportionate amount of the S stock to
which the portion relates. If P is a
shareholder described in paragraph
(c)(1)(1)(A) of this section with respect to
S, and P exchanges two or more blocks
of S stock pursuant to the transaction,
then each share of the surviving
corporation (T) attributable to the S
stock must be further divided into
separate portions to account for the
separate blocks of stock in S.

(C) If the value of S stock immediately
before the triangular reorganization is
less than one percent of the value of the
surviving corporation stock immediately
after the triangular reorganization, then
P may determine its basis in the
surviving corporation stock by applying
the rules of paragraph (c)(2)(ii) of this
section to determine the basis and
holding period of the surviving
corporation stock attributable to the T

stock, and then increasing the basis of
each share of surviving corporation
stock by the proportionate amount of P’s
aggregate basis in the S stock
immediately before the exchange
(without dividing the stock of the
surviving corporation into separate
portions attributable to the S stock).

(ii) Portions attributable to T stock—
(A) If any exchanging shareholder of T
stock is described in paragraph (c)(1)(ii)
of this section, the basis and holding
period of the portion of each share of
stock in the surviving corporation
attributable to the T stock is the basis
and holding period immediately before
the exchange of a proportionate amount
of the T stock to which such portion
relates. If any exchanging shareholder of
T stock is described in paragraph
(c)(1)(ii) of this section, and such
shareholder exchanges two or more
blocks of T stock pursuant to the
transaction, then each share of surviving
corporation stock attributable to the T
stock must be further divided into
separate portions to account for the
separate blocks of T stock.

(B) If no exchanging shareholder of T
stock is described in paragraph (c)(1)(ii)
of this section, the rules of § 1.358-6
apply to determine the basis of the
portion of each share of the surviving
corporation attributable to T
immediately before the exchange.

(d) Special rules applicable to divided
shares of stock—(1) In general—(i)
Shares of stock in different blocks are
aggregated into one divided portion for
basis purposes, if such shares
immediately before the exchange are
owned by one or more shareholders that
are—

(A) Not section 1248 shareholders
with respect to the corporation; or

(B) Foreign corporate shareholders,
provided that no United States persons
are section 1248 shareholders with
respect to both such foreign corporate
shareholders and the corporation.

(ii) For purposes of determining the
amount of gain realized on the sale or
exchange of stock that has a divided
portion pursuant to paragraph (c) of this
section, any amount realized on such
sale or exchange will be allocated to
each divided portion of the stock based
on the relative fair market value of the
stock to which the portion is
attributable at the time the portions
were created. See paragraph (e) Example
5 of this section.

(iii) Shares of stock will no longer be
required to be divided if section 1248 or
section 964(e) would not apply to a
disposition or exchange of such stock.

(2) Pre-exchange earnings and profits.
All earnings and profits (or deficits)
accumulated by a foreign corporation

before the reorganization and
attributable to a share (or block) of stock
for purposes of section 1248 are
attributable to the divided portion of
stock with the basis and holding period
of that share (or block). See §1.367(b)—
4(d).

(3) Post-exchange earnings and
profits. Any earnings and profits (or
deficits) accumulated by the surviving
corporation subsequent to the
reorganization are attributed to each
divided share of stock pursuant to
section 1248 and the regulations
thereunder. The amount of earnings and
profits (or deficits) attributable to a
divided share of stock is further
attributed to the divided portions of
such share of stock based on the relative
fair market value of each divided
portion of stock. See paragraph (e)
Example 5 of this section.

(e) Examples. The rules of this section
are illustrated by the following
examples:

Example 1. Blocks of stock exchanged in
a triangular reorganization—(i) Facts. (A)
US1, a domestic corporation, owns all the
stock of F1, a foreign corporation. F1 owns
all the stock of FT, a foreign corporation,
with 100 shares of stock outstanding. Each
share of FT stock is valued at $10x. Because
F1 acquired the stock of FT at two different
dates, F1 owns two blocks of FT stock for
purposes of section 1248. The first block
consists of 60 shares. The shares in the first
block have a basis of $300x ($5x per share),
a holding period of 10 years, and $240x ($4x
per share) of earnings and profits attributable
to the shares for purposes of section 1248.
The second block consists of 40 shares. The
shares in the second block have a basis of
$600x ($15x per share), a holding period of
2 years, and $80x ($2x per share) of earnings
and profits attributable to the shares for
purposes of section 1248.

(B) US2, a domestic corporation, owns all
of the stock of FP, a foreign corporation,
which owns all of the stock of S, a foreign
corporation. FP owns two blocks of F'S stock.
Each block consists of 10 shares with a value
of $200x ($20x per share). The shares in the
first block have a basis of $50x ($5x per
share), a holding period of 10 years, and $50x
($5x per share) of earnings and profits
attributable to such shares for purposes of
section 1248. The shares in the second block
had a basis of $100x ($10x per share), a
holding period of 5 years, and $20x ($2x per
share) of earnings and profits attributable to
such shares for purposes of section 1248.

(C) FT merges into FS, with FS surviving,
and F1 receives 50 shares of FP stock with
a value of $1,000x in exchange for its FT
stock. The merger of FT into FS qualifies as
forward triangular merger, and immediately
after the exchange US1 is a section 1248
shareholder with respect to F1, the
exchanging shareholder, FP and FS, all of
which are controlled foreign corporations.

(ii) Basis and holding period
determination. (1) US1 is a section 1248
shareholder of F1, the exchanging
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shareholder, and FT (both of which are
controlled foreign corporations) immediately
before the transaction. Moreover, F1 is not
required to include amounts in income under
§1.367(b)-3(b) or 1.367(b)—4(b) as described
in paragraph (c)(1)(ii)(B) of this section.
Accordingly, the basis and holding period of
the FS stock held by FP immediately after the
triangular reorganization is determined
pursuant to paragraph (c) of this section.

(2) Pursuant to paragraph (c) of this
section, each share of FS stock is divided into
portions attributable to the basis and holding
period of the FS stock held by FP
immediately before the exchange (the FS
portion) and the FT stock held by F1
immediately before the exchange (the FT
portion). The basis and holding period of the
FS portion is the basis and holding period of
the FS stock held by FP immediately before
the exchange. Thus, each share of FS stock
in the first block has a portion with a basis
of $5x, a value of $20x, a holding period of
10 years, and $5x of earnings and profits
attributable to such portion for purposes of
section 1248. Each share of FS stock in the
second block has a portion with a basis of
$10x, a value of $20x, a holding period of 5
years, and $2x of earnings and profits
attributable to such portion for purposes of
section 1248.

(3) Because the exchanging shareholder of
FT stock (F1) has a section 1248 shareholder
(US1), the holding period and basis of the FT
portion is the holding period and the
proportionate amount of the basis of the FT
stock immediately before the exchange to
which such portion relates. Further, because
F1 exchanged two blocks of FT stock, the FT
portion must be divided into two separate
portions attributable to the two blocks of FT
stock. Thus, each share of FS stock will have
a second portion with a basis of $15x ($300x
basis/ 20 shares), a value of $30x ($600x
value/ 20 shares), a holding period of 10
years, and $12x of earnings and profits
($240x/ 20 shares) attributable to such
portion for purposes of section 1248. Each
share of F'S stock will have a third portion
with a basis of $30x ($600x basis/ 20 shares),
a value of $20x ($400x value/ 20 shares), a
holding period of 2 years, and $4x of
earnings and profits ($80x/ 20 shares)
attributable to such portion for purposes of
section 1248.

(iii) Subsequent disposition—first block.
Assume, immediately after the transaction,
FP disposes of a share of FS stock from the
first block. When FP disposes of any share of
its FS stock, it is treated as disposing of each
divided portion of such share. With respect
to the first portion (attributable to the FS
stock), FP recognizes a gain of $15x ($20x
value — $5x basis), $5x of which is treated as
a dividend under section 1248. With respect
to the second portion (attributable to the first
block of FT stock), FP recognizes a gain of
$15x ($30x value — $15x basis), $12x of
which is treated as a dividend under section
1248. With respect to the third portion
(attributable to the second block of FT stock),
FP recognizes a capital loss of $10x ($20x
value — $30x basis).

(iv) Subsequent disposition—second block.
Assume further, immediately after the
transaction, FP also disposes of a share of

stock from the second block of FS stock. With
respect to the first portion (attributable to the
FS stock), FP recognizes a gain of $10x ($20x
value — $10x basis), $2x of which is treated as
a dividend under section 1248. With respect
to the second portion (attributable to the first
block of FT stock), FP recognizes a gain of
$15x ($30x value — $15x basis), $12x of
which is treated as a dividend under section
1248. With respect to the third portion
(attributable to the second block of FT stock),
FP recognizes a capital loss of $10x ($20x
value — $30x basis).

Example 2. (i) Facts. The facts are the same
as in Example 1, except that FS merges into
FT with FT surviving in a reverse triangular
merger. Pursuant to the merger, F1 receives
FP stock with a value of $1,000x in exchange
for its FT stock, and FP receives 10 shares of
FT stock with a value of $1,000x in exchange
for its FS stock. Immediately after the
exchange, US1 is a section 1248 shareholder
with respect to F1, the exchanging
shareholder, FP, and FT, all of which are
controlled foreign corporations.

(ii) Basis and holding period
determination—(A) The basis and holding
period of the stock of the surviving
corporation held by FP are the same as in
Example 1, except that each share of the
surviving corporation (FT, instead of FS) will
be divided into four portions instead of three
portions. Because FP exchanges two blocks of
FS stock, the FS portion must be divided into
two separate portions attributable to the two
blocks of FS stock. Because F1 exchanges two
blocks of FT stock, the FT portion must be
divided into two separate portions
attributable to the two blocks of FT stock.

(B) Thus, each share of the surviving
corporation (FT) will have a first portion
(attributable to the first block of FS stock)
with a basis of $5x ($50x/ 10 shares), a value
of $20x ($200x/ 10 shares), a holding period
of 10 years, and $5x of earnings and profits
($50x/ 10 shares) attributable to such portion
for purposes of section 1248. Each share of
FT stock will have a second portion
(attributable to the second block of FS stock)
with a basis of $10x ($100x/ 10 shares), a
value of $20x ($200x/ 10 shares), a holding
period of 5 years, and $2x of earnings and
profits ($20x/ 10 shares) attributable to such
portion for purposes of section 1248.
Moreover, each share of FT stock will have
a third portion (attributable to the first block
of FT stock) with a basis of $30x ($300x
basis /10 shares), a value of $60x ($600x
value/ 10 shares), a holding period of 10
years, and $24x of earnings and profits
($240x /10 shares) attributable to such
portion for purposes of section 1248. Lastly,
each share of FT stock will have a fourth
portion (attributable to the second block of
FT stock) with a basis of $60x ($600x basis /
10 shares), a value of $40x ($400x value/ 10
shares), a holding period of 2 years, and $8x
of earnings and profits ($80x/ 10 shares)
attributable to such portion for purposes of
section 1248.

Example 3. (i) Facts. USP, a domestic
corporation, owns all the stock of FS, a
foreign corporation with 10 shares of stock
outstanding. Each share of FS stock has a
value of $10x, a basis of $5x, a holding
period of 10 years, and $7x of earnings and

profits attributable to such share for purposes
of section 1248. FP, a foreign corporation,
owns the stock of FT, another foreign
corporation. FP and FT do not have any
section 1248 shareholders. FT has assets with
a value of $100x, a basis of $50x, and no
liabilities. The FT stock held by FP has a
value of $100x and a basis of $75x. FT
merges into FS with FS surviving in a
forward triangular merger. Pursuant to the
reorganization, FP receives USP stock with a
value of $100x in exchange for its FT stock.

(ii) Basis and holding period
determination—(A) Because USP is a section
1248 shareholder of FS immediately before
the transaction, the basis and holding period
of the FS stock held by USP immediately
after the triangular reorganization is
determined pursuant to paragraph (c) of this
section.

(B) Pursuant to paragraph (c) of this
section, each share of FS stock is divided into
portions attributable to the basis and holding
period of the FS stock held by USP
immediately before the exchange (the FS
portion) and the FT portion immediately
before the exchange. Because FT does not
have a section 1248 shareholder immediately
before the transaction, the rules of § 1.358—

6 apply to determine the basis of the FT
portion of each share of FS stock. Those rules
determine the basis of F'S stock held by USP
by reference to the basis of FT’s net assets.
The basis and holding period of the FS
portion is the basis and holding period of the
FS stock held by USP immediately before the
exchange. Thus, each share of FS stock has

a portion with a basis of $5x, a value of $10x,
a holding period of 10 years, and $7x of
earnings and profits attributable to such
portion for section 1248 purposes. The basis
of the FT portion is the basis of the FT assets
to which such portion relates. Thus, each
share of F'S stock has a second portion with
a basis of $5x ($50x basis in FT’s assets/ 10
shares) and a value of $10x ($100x value of
FT’s assets /10 shares). All of FS’s earnings
and profits prior to the transaction ($70x) is
attributed solely to the F'S portion in each
share of F'S stock. As a result of each share
of stock being divided into portions, the basis
of the FS stock is not averaged with the basis
of the FT assets to increase the section 1248
amount with respect to the stock of the
surviving corporation (FS).

Example 4. (i) Facts. US, a domestic
corporation, owns all of the stock of FT, a
foreign corporation. The FT stock held by US
constitutes a single block of stock with a
value of $1,000x, a basis of $600x, and
holding period of 5 years. USP, a domestic
corporation, forms FS, a foreign corporation,
pursuant to the plan of reorganization and
capitalizes it with $10x of cash. FS merges
into FT with FT surviving in a reverse
triangular merger and a reorganization
described in section 368(a)(1)(B). Pursuant to
the reorganization, US receives USP stock
with a value of $1,000x in exchange for its
FT stock, and USP receives 10 shares of FT
stock with a value of $1,010x in exchange for
its FS stock.

(ii) Basis and holding period
determination. (A) US and USP are section
1248 shareholders of FT and FS, respectively,
immediately before the transaction. Neither
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US nor USP is required to include amounts
in income under § 1.367(b)-3(b) or 1.367(b)—
4(b) as described in paragraph (c)(1)(i)(B) or
(c)(1)(ii)(B) of this section. The basis and
holding period of the FT stock held by USP
is determined pursuant to paragraph (c) of
this section.

(B) Pursuant to paragraph (c) of this
section, because the exchanging shareholder
of FT stock (US) is a section 1248
shareholder of FT, each share of the
surviving corporation (FT) has a
proportionate amount of the basis and
holding period of the FT stock immediately
before the exchange to which such share
relates. Thus, the portion of each share of FT
stock attributable to the FT stock has a basis
of $60x ($600x basis/ 10 shares), a value of
$100x ($1,000x value/ 10 shares), and a
holding period of 5 years. Because the value
of FS stock immediately before the triangular
reorganization ($10x) is less than one percent
of the value of the surviving corporation (FT)
immediately after the triangular
reorganization ($1,010x), USP may determine
its basis in the stock of the surviving
corporation (FT) attributable to its FS stock
basis held prior to the reorganization by
increasing the basis of each share of FT stock
by the proportionate amount of USP’s
aggregate basis in the FS stock immediately
before the exchange (without dividing each
share of FT stock into separate portions to
account for FS and FT). If USP so elects,
USP’s basis in each share of FT stock is
increased by $1x ($10x basis in FS stock /10
shares). As a result, each share of FT stock
has a basis of $61x, a value of $101x, and a
holding period of 5 years.

Example 5. (i) Facts. US, a domestic
corporation, owns all of the stock of F1, a
foreign corporation, which owns all the stock
of FT, a foreign corporation. The FT stock
held by F1 constitutes one block of stock
with a basis of $170x, a value of $200x, a
holding period of 5 years, and $10x of
earnings and profits attributable to such stock
for purposes of section 1248. FP, a foreign
corporation, owns all the stock of FS, a
foreign corporation. FS has 10 shares of stock
outstanding. No United States person is a
section 1248 shareholder with respect to FP
or F'S. The FS stock held by FP has a value
of $100x and a basis of $50x ($5x per share).
FT merges into FS with FS surviving in a
forward triangular merger. Pursuant to the
merger, F1 receives FP stock with a value of
$200x for its FT stock in an exchange that
qualifies for non-recognition under section
354. US is a section 1248 shareholder with
respect to F1, the exchanging shareholder,
FP, and FS (all of which are controlled
foreign corporations) immediately after the
exchange.

(ii) Basis and holding period
determination. (A) Because US is a section
1248 shareholder of F1, the exchanging
shareholder, and FT immediately before the
transaction, and US is a section 1248
shareholder of F1, FP, and FS immediately
after the transactions, F1 is not required to
include amounts in income under
§§1.367(b)-3(b) and 1.367(b)—4(b) as
described in paragraph (c)(1)(ii)(B) of this
section. Thus, the basis and holding period
of the FS stock held by FP immediately after

the triangular reorganization is determined
pursuant to paragraph (c) of this section.

(B) Pursuant to paragraph (c) of this
section, each share of FS stock is divided into
portions attributable to the basis and holding
period of the FS stock held by FP
immediately before the exchange (the FS
portion) and the FT stock held by F1
immediately before the exchange (the FT
portion). The basis and holding period of the
FS portion is the basis and holding period of
the FS stock held by FP immediately before
the exchange. Thus, each share of FS stock
has a portion with a basis of $5x and a value
of $10x. Because the exchanging shareholder
of FT stock (F1) has a section 1248
shareholder of both F1 and FT, the basis and
holding period of the FT portion is the
proportionate amount of the basis and the
holding period of the FT stock immediately
before the exchange to which such portion
relates. Thus, each share of FS stock will
have a second portion with a basis of $17x
($170x basis/ 10 shares), a value of $20x
($200x value/ 10 shares), a holding period of
5 years, and $1x of earnings and profits ($10x
earnings and profits / 10 shares) attributable
to such portion for purposes of section 1248.

(iii) Subsequent disposition. (A) Several
years after the merger, FP disposes of all of
its FS stock in a transaction governed by
section 964(e). At the time of the disposition,
FS stock has decreased in value to $210x (a
post-merger reduction in value of $90x), and
FS has incurred a post-merger deficit in
earnings and profits of $30x.

(B) Pursuant to paragraph (d)(1)(ii) of this
section, for purposes of determining the
amount of gain realized on the sale or
exchange of stock that has a divided portion,
any amount realized on such sale or
exchange is allocated to each divided portion
of the stock based on the relative fair market
value of the stock to which the portion is
attributable at the time the portions were
created. Immediately before the merger, the
value of the FS stock in relation to the value
of both the FS stock and the FT stock was
one-third ($100x/($100x plus $200x)).
Likewise, immediately before the merger, the
value of the FT stock in relation to the value
of both the FT stock and the FS stock was
two-thirds ($200x/ $100x plus $200x).
Accordingly, one-third of the $210x amount
realized is allocated to the FS portion of each
share and two-thirds to the FT portion of
each share. Thus, the amount realized
allocated to the FS portion of each share is
$7x (one-third of $210x divided by 10
shares). The amount realized allocated to the
FT portion of each share is $14x (two-thirds
of $210x divided by 10 shares).

(C) Pursuant to paragraph (d)(3) of this
section, any earnings and profits (or deficits)
accumulated by the surviving corporation
subsequent to the reorganization are
attributed to the divided portions of shares of
stock based on the relative fair market value
of each divided portion of stock.
Accordingly, one-third of the post-merger
earnings and profits deficit of $30x is
allocated to the FS portion of each share and
two-thirds to the FT portion of each share.
Thus, the deficit in earnings and profits
allocated to the FS portion of each share is
$1x (one-third of $30x divided by 10 shares).

The deficit in earnings and profits allocated
to the FT portion of each share is $2x (two-
thirds of $30x divided by 10 shares).

(D) When FP disposes of its F'S stock, FP
is treated as disposing of each divided
portion of a share of stock. With respect to
the FS portion of each share of stock, FP
recognizes a gain of $2x ($7x value — $5x
basis), which is not recharacterized as a
dividend because a deficit in earnings and
profits of $1x is attributable to such portion
for purposes of section 1248. With respect to
the FT portion of each share of stock, FP
recognizes a loss of $3x ($14x value — $17x
basis).

(f) Effective date. This section applies
to exchanges occurring on or after
January 23, 2006.

m Par. 10. Section 1.884-2 is amended
as follows:

m 1. Paragraphs (c)(3) through
(c)(6)(1)(A) are revised.

m 2. Paragraphs (c)(6)(i)(B), (C), and (D)
are added.

m 3. Paragraphs (c)(6)(ii) through (f) are
revised.

m 4. Paragraph (g) is amended by adding
a sentence at the end.

The revisions and additions read as
follows:

§1.884-2 Special rules for termination or
incorporation of a U.S. trade or business or
liquidation or reorganization of a foreign
corporation or its domestic subsidiary.

* * * * *

(c)(3) through (c)(6)(i)(A) [Reserved].
For further guidance, see §1.884—
2T(c)(3) through (c)(6)({1)(A).

(B) Shareholders of the transferee (or
of the transferee’s parent in the case of
a triangular reorganization described in
section 368(a)(1)(C) or a reorganization
described in sections 368(a)(1)(A) and
368(a)(2)(D) or (E)) who in the aggregate
owned more than 25 percent of the
value of the stock of the transferor at
any time within the 12-month period
preceding the close of the year in which
the section 381(a) transaction occurs
sell, exchange or otherwise dispose of
their stock or securities in the transferee
at any time during a period of three
years from the close of the taxable year
in which the section 381(a) transaction
occurs.

(C) In the case of a triangular
reorganization described in section
368(a)(1)(C) or a reorganization
described in sections 368(a)(1)(A) and
368(a)(2)(D) or (E), the transferee’s
parent sells, exchanges, or otherwise
disposes of its stock or securities in the
transferee at any time during a period of
three years from the close of the taxable
year in which the section 381(a)
transaction occurs.

(D) A corporation related to any such
shareholder or the shareholder itself if
it is a corporation (subsequent to an
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event described in paragraph (c)(6)(i)(A)
or (B) of this section) or the transferee’s
parent (subsequent to an event
described in paragraph (c)(6)(i)(C) of
this section), uses, directly or indirectly,
the proceeds or property received in
such sale, exchange or disposition, or
property attributable thereto, in the
conduct of a trade or business in the
United States at any time during a
period of three years from the date of
sale in the case of a disposition of stock
in the transferor, or from the close of the
taxable year in which the section 381(a)
transaction occurs in the case of a
disposition of the stock or securities in
the transferee (or the transferee’s parent
in the case of a triangular reorganization
described in section 368(a)(1)(C) or a
reorganization described in sections
368(a)(1)(A) and (a)(2)(D) or (E)). Where
this paragraph (c)(6)(i) applies, the
transferor’s branch profits tax liability
for the taxable year in which the section
381(a) transaction occurs shall be
determined under § 1.884—1, taking into
account all the adjustments in U.S. net
equity that result from the transfer of
U.S. assets and liabilities to the
transferee pursuant to the section 381(a)
transaction, without regard to any
provisions in this paragraph (c). If an
event described in paragraph
(c)(6)(1)(A), (B), or (C) of this section
occurs after the close of the taxable year
in which the section 381(a) transaction
occurs, and if additional branch profits
tax is required to be paid by reason of
the application of this paragraph
(c)(6)(i), then interest must be paid on
that amount at the underpayment rates
determined under section 6621(a)(2),
with respect to the period between the
date that was prescribed for filing the
transferor’s income tax return for the
year in which the section 381(a)
transaction occurs and the date on
which the additional tax for that year is
paid. Any such additional tax liability
together with interest thereon shall be
the liability of the transferee within the
meaning of section 6901 pursuant to
section 6901 and the regulations
thereunder.

(c)(6)(ii) through (f) [Reserved]. For
further guidance, see § 1.884—2T(c)(6)(ii)
through (f).

(g) * * * Paragraphs (c)(6)(i)(B), (C),
and (D), are applicable for tax years
beginning after December 31, 1986,
except that such paragraphs are
applicable to transactions occurring on
or after January 23, 2006, in the case of
reorganizations described in sections
368(a)(1)(A) and 368(a)(2)(D) or (E).

m Par. 11.In § 1.884-2T, paragraphs
(c)(6)(1)(B), (C), and (D) are revised to
read as follows:

§1.884-2T Special rules for termination or
incorporation of a U.S. trade or business or
liquidation or reorganization of a foreign
corporation or its domestic subsidiary
(Temporary).

* * * * *

(c)
(8)
(i)
(B), (C), and (D) [Reserved]. For
further guidance, see § 1.884—
2(c)(6)(i)(B), (C), and (D).
m Par. 12. Section § 1.6038B-1 is
amended as follows:
m 1. Paragraphs (b)(1)(i) and (b)(1)(ii) are
revised.
m 2. The text of paragraph (g) is
redesignated as paragraph (g)(1) and the
first sentence is revised.
m 3. Paragraphs (g)(2), (g)(3), and (g)(4)
are added.
The revisions and addition are as
follows:

* % ox
* % %
* % %

§1.6038B-1 Reporting of certain transfers
to foreign corporations.
* * * * *

(b) Time and manner of reporting—(1)
In general—(i) Reporting procedure.
Except for stock or securities qualifying
under the special reporting rule of
§1.6038B—1(b)(2), and certain
exchanges described in section 354 or
356 (listed below), any U.S. person that
makes a transfer described in section
6038B(a)(1)(A), 367(d) or (e), is required
to report pursuant to section 6038B and
the rules of § 1.6038B—1 and must attach
the required information to Form 926,
“Return by a U.S. Transferor of Property
to a Foreign Corporation.” For special
rules regarding cash transfers made in
tax years beginning after February 5,
1999, see paragraphs (b)(3) and (g) of
this section. For purposes of
determining a U.S. transferor that is
subject to section 6038B, the rules of
§§1.367(a)-1T(c) and 1.367(a)-3(d)
shall apply with respect to a transfer
described in section 367(a), and the
rules of § 1.367(a)-1T(c) shall apply
with respect to a transfer described in
section 367(d). Additionally, if in an
exchange described in section 354 or
356, a U.S. person exchanges stock or
securities of a foreign corporation in a
reorganization described in section
368(a)(1)(E), or a U.S. person exchanges
stock or securities of a domestic or
foreign corporation pursuant to an asset
reorganization described in section
368(a)(1) (involving a transfer of assets
under section 361) that is not treated as
an indirect stock transfer under
§1.367(a)-3(d), then the U.S. person
exchanging stock or securities is not
required to report under section 6038B.
Notwithstanding any statement to the
contrary on Form 926, the form and

attachments must be attached to, and
filed by the due date (including
extensions) of the transferor’s income
tax return for the taxable year that
includes the date of the transfer (as
defined in § 1.6038B—1T(b)(4)). For
taxable years beginning before January
1, 2003, any attachment to Form 926
required under the rules of this section
is filed subject to the transferor’s
declaration under penalties of perjury
on Form 926 that the information
submitted is true, correct and complete
to the best of the transferor’s knowledge
and belief. For taxable years beginning
after December 31, 2002, Form 926 and
any attachments shall be verified by
signing the income tax return with
which the form and attachments are
filed.

(ii) [Reserved]. For further guidance,
see § 1.6038B—1T(b)(ii).

* * * * *

(g) Effective dates—(1) This section
applies to transfers occurring on or after
July 20, 1998, except for transfers of
cash made in tax years beginning on or
before February 5, 1999 (which are not
required to be reported under section
6038B), except for transfers described in
paragraphs (g)(2) through (4) of this
section, and except for transfers
described in paragraph (e) of this
section, which applies to transfers that
are subject to §§1.367(e)—1(f) and
1.367(e)-2(e). * * *

(2) The rules of paragraph (b)(1)(i) of
this section as they apply to section
368(a)(1)(A) reorganizations (including
reorganizations described in section
368(a)(2)(D) or (E)) apply to transfers
occurring on or after January 23, 2006.

(3) The rules of paragraph (b)(1)(i) of
this section that provide an exception
from reporting under section 6038B for
transfers of stock or securities in a
section 354 or 356 exchange, pursuant
to a section 368(a)(1)(G) reorganization
that is not treated as an indirect stock
transfer under § 1.367(a)-3(d), apply to
transfers occurring on or after January
23, 2006.

(4) The rules of paragraph (b)(1)(i) of
this section that provide an exception
from reporting under section 6038B for
transfers of stock in a section 354 or 356
exchange, pursuant to a section
368(a)(1)(E) reorganization or an asset
reorganization under section 368(a)(1)
that is not treated as an indirect stock
transfer under § 1.367(a)-3(d), apply to
transfers occurring on or after January
23, 2006. The rules of paragraph (b)(1)(i)
of this section that provide an exception
from reporting under section 6038B for
transfers of securities in a section 354 or
356 exchange, pursuant to a section
368(a)(1)(E) reorganization or an asset
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reorganization under section 368(a)(1)
that is not treated as an indirect stock
transfer under § 1.367(a)-3(d), apply
only to transfers occurring after January
5, 2005 (although taxpayers may apply
such provision to transfers of securities
occurring on or after July 20, 1998 and
on or before January 5, 2005 if done
consistently to all transactions). See
§1.6038—1T(b)(i), as contained in 26
CFR part 1 revised as of April 1, 2005,
for transfers occurring prior to the
effective dates described in paragraphs
(g)(2) through (4) of this section.

m Par. 13.In § 1.6038B—1T, paragraph
(b)(1)() is revised to read as follows:

§1.6038B—1T Reporting of certain
transactions to foreign corporations
(temporary).
* * * * *

(b) Time and manner of reporting—(1)
In general—(i) [Reserved]. For further
guidance, see § 1.6038B—1(b)(1)(i).

* * * * *

Mark E. Matthews,

Deputy Commissioner for Services and
Enforcement.

Approved: January 17, 2006.
Eric Solomon,

Acting Deputy Assistant Secretary of the
Treasury (Tax Policy).

[FR Doc. 06-587 Filed 1-23-06; 11:43 am]
BILLING CODE 4830-01-P

DEPARTMENT OF THE INTERIOR
Fish and Wildlife Service

50 CFR Part 20

RIN 1018-AU04; 1018-AU09; 1018-AU13;
1018-AU28

Migratory Bird Hunting; Approval of
Tungsten-lron-Copper-Nickel, Iron-
Tungsten-Nickel Alloy, Tungsten-
Bronze (Additional Formulation), and
Tungsten-Tin-lron Shot Types as
Nontoxic for Hunting Waterfowl and
Coots; Availability of Environmental
Assessments

AGENCY: Fish and Wildlife Service,
Interior.

ACTION: Final rule; availability of Final
Environmental Assessment and Finding
of No Significant Impact.

SUMMARY: The U.S. Fish and Wildlife
Service (we, us, or USFWS) approves
four shot types or alloys for hunting
waterfowl and coots and changes the
listing of approved nontoxic shot types
to reflect the cumulative approvals of
nontoxic shot types and alloys. In
addition, we approve alloys of several
metals because we have approved the

metals individually at or near 100% in
nontoxic shot. We have prepared a Final
Environmental Assessment and a
Finding of No Significant Impact in
support of this decision.

DATES: This rule takes effect on
February 27, 2006.

ADDRESSES: The Final Environmental
Assessments for the shot types and the
associated Findings of No Significant
Impact are available from the Division
of Migratory Bird Management, U.S.
Fish and Wildlife Service, 4501 North
Fairfax Drive, Room 4091, Arlington,
Virginia 22203-1610. You may call 703—
358-1825 to request copies.

The complete file for this rule is
available, by appointment, during
normal business hours at the same
address. You may call 703-358-1825 to
make an appointment to view the files.
FOR FURTHER INFORMATION CONTACT: Dr.
George T. Allen, Division of Migratory
Bird Management, 703—-358-1714.
SUPPLEMENTARY INFORMATION:

Background

The Migratory Bird Treaty Act of 1918
(Act) (16 U.S.C. 703-711) and the Fish
and Wildlife Improvement Act of 1978
(16 U.S.C. 712) implement migratory
bird treaties between the United States
and Great Britain for Canada (1916,
amended), Mexico (1936, amended),
Japan (1972, amended), and Russia
(then the Soviet Union, 1978). These
treaties protect certain migratory birds
from take, except as permitted under the
Acts. The Acts authorize the Secretary
of the Interior to regulate take of
migratory birds in the United States.
Under this authority, the U.S. Fish and
Wildlife Service controls the hunting of
migratory game birds through
regulations in 50 CFR part 20.

Deposition of toxic shot and release of
toxic shot components in waterfowl
hunting locations are potentially
harmful to many organisms. Research
has shown that ingested spent lead shot
causes significant mortality in migratory
birds. Since the mid-1970s, we have
sought to identify shot types that do not
pose significant toxicity hazards to
migratory birds or other wildlife. We
addressed the issue of lead poisoning in
waterfowl in an Environmental Impact
Statement in 1976, and again in a 1986
supplemental EIS. The 1986 document
provided the scientific justification for a
ban on the use of lead shot and the
subsequent approval of steel shot for
hunting waterfowl and coots that began
that year, with a complete ban of lead
for waterfowl and coot hunting in 1991.
We have continued to consider other
potential candidates for approval as
nontoxic shot. We are obligated to

review applications for approval of
alternative shot types as nontoxic for
hunting waterfowl and coots.

We received applications for approval
of four shot types as nontoxic for
hunting waterfowl and coots. Those
shot types are:

1. Tungsten-Iron-Copper-Nickel
(TICN) shot, of 40-76 percent tungsten,
10-37 percent iron, 9-16 percent
copper, and 5-7 percent nickel (70 FR
3180, January 21, 2005);

2. Iron-Tungsten-Nickel (ITN) alloys
composed of 20-70 percent tungsten,
10-40 percent nickel, and 10-70 percent
iron (70 FR 22625, May 2, 2005);

3. Tungsten-Bronze (TB) shot made of
60 percent tungsten, 35.1 percent
copper, 3.9 percent tin, and 1 percent
iron (70 FR 22624, May 2, 2005, Note:
This formulation differs from the
Tungsten-Bronze nontoxic shot
formulation approved in 2004.); and

4. Tungsten-Tin-Iron (TTI) shot
composed of 58 percent tungsten, 38
percent tin, and 4 percent iron (70 FR
32282, June 2, 2005).

We reviewed the shot under the
criteria in Tier 1 of the nontoxic shot
approval procedures contained in 50
CFR 20.134 for permanent approval of
shot as nontoxic for hunting waterfowl
and coots. We amend 50 CFR 20.21(j) to
add the shot types to the list of those
approved for waterfowl and coot
hunting.

On August 24, 2005, we published a
proposed rule to approve the four shot
types as nontoxic (70 FR 49541). The
applications for the approval of the shot
types included information on chemical
characterization, production variability,
use, expected production volume,
toxicological effects, environmental fate
and transport, and evaluation, and the
proposed rule included this
information, a comprehensive
evaluation of the likely effects of each
shot, and an assessment of the affected
environment.

The Director of the U.S. Fish and
Wildlife Service has concluded that the
spent shot material will not pose a
significant danger to migratory birds or
other wildlife or their habitats, and
therefore approves the use of the four
shot types as nontoxic for hunting
waterfowl and coots.

We received one comment in
response to the proposed rule. However,
the commenter raised no issues that
caused us to reconsider our approval of
the shot types as nontoxic.

The metals in these shot types have
already been approved in other nontoxic
shot types. In considering approval of
these shot types, we were particularly
concerned about the solubility and
bioavailability of the nickel and copper
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in them. In addition, because tungsten,
tin, and iron have already been
approved at very high proportions of
other nontoxic shot types with no
known negative effects of the metals, we
approve all alloys of these four metals.

The data provided to us indicate that
the shot types are nontoxic when
ingested by waterfowl and should not
pose a significant danger to migratory
birds, other wildlife, or their habitats.
We conclude that they raise no
particular concerns about deposition in
the environment or about ingestion by
waterfowl or predators.

The process for submission and
evaluation of new shot types for
approval as nontoxic is given at 50 CFR
20.134. The list of shot types approved
as nontoxic for use in hunting migratory
birds is provided in the table at 50 CFR
20.21(j). With this rule, we also propose
to revise the listing of approved
nontoxic shot types in § 20.21(j) to
include the cumulative approvals of the
shot types considered in this rule with
the other nontoxic shot types already in
the table.

Many hunters believe that some
nontoxic shot types do not compare
favorably to lead and that they may
damage some shotgun barrels, and a
small percentage of hunters have not
complied with nontoxic shot
regulations. Allowing use of additional
nontoxic shot types may encourage
greater hunter compliance and
participation with nontoxic shot
requirements and discourage the use of
lead shot. The use of nontoxic shot for
waterfowl hunting has increased in
recent years (Anderson et al. 2000), but
we believe that compliance will
continue to increase with the
availability and approval of other
nontoxic shot types. Increased use of
nontoxic shot will enhance protection of
migratory waterfowl and their habitats.
More important, however, is that the
Fish and Wildlife Service is obligated to
consider all complete nontoxic shot
submissions.

We also add a column to the table of
approved shot types that lists the field
testing device suitable for each shot
type. The information in this column is
strictly informational, not regulatory.
Because these regulations are used by
both waterfowl] hunters and law
enforcement officers, we believe that
information on suitable testing devices
is a useful addition to the table.

Affected Environment
Waterfowl Populations

The taxonomic family Anatidae,
principally subfamily Anatinae (ducks)
and their habitats, comprise the affected

environment. Waterfow] habitats and
populations in North America in 2005
were described by the U.S. Fish and
Wildlife Service (Garrettson et al. 2005).
In the Waterfowl Breeding Population
and Habitat Survey traditional survey
area (strata 1-18, 20-50, and 75-77), the
total duck population estimate was 31.7
+ 0.6 [SE] million birds, similar to last
year’s estimate of 32.2 £ 0.6 million
birds but 5% below the 1955-2004 long-
term average. Mallard (Anas
platyrhynchos) abundance was 6.8 £ 0.3
million birds, which was 9% below the
2004 estimate of 7.4 £ 0.3 million birds
and 10% below the long-term average.
Blue-winged teal (Anas discors)
abundance was 4.6 £ 0.2 million birds,
similar to the 2004 estimate of 4.1 £0.2
million birds, and the long-term
average. Of the other duck species, the
gadwall estimate (Anas strepera; 2.2 +
0.1 million) was 16% below that of
2004, while estimates of northern
pintails (Anas acuta; 2.6 £ 0.1 million;
+17%) and northern shovelers (Anas
clypeata; 3.6 £ 0.2 million; +28%) were
significantly above their 2004 estimates.
The estimate for northern shovelers was
67% above the long-term average for the
species, and the estimates for gadwall
(+30%) and green-winged teal (Anas
crecca; 2.2 + 0.1 million; +16%) also
were above their average values.
Northern pintails remained 38% below
their long-term average despite this
year’s increase in abundance. Estimates
of American wigeon (Anas americana;
2.2 £ 0.1 million; -15%) and scaup
(Aythya affinis and Aythya marila
combined; 3.4 + 0.2; -35%) also were
below their respective long-term
averages; the estimate for scaup was a
record low. Abundances of redheads
(Aythya americana) and canvasbacks
(Aythya valisineria) were similar to last
year’s counts and long-term averages.
The projected mallard fall flight index
of 9.3 £ 0.1 million was similar to the
2004 estimate of 9.4 £ 0.1 million birds.
In the restratified eastern survey area,
mergansers (Mergus serrator, M.
merganser, and Lophodytes cucullatus
together) were down 25%, mallards
were down 36%, American black ducks
(Anas rubripes) were down 24%, and
green-winged teal were 46% below their
2004 estimates. Ring-necked ducks
(Aythya collaris) and goldeneyes
(common [Bucephala clangula] and
Barrow’s [Bucephala islandical) were
similar to their 2004 estimates. No
species in the eastern survey area
differed from its long-term average.

Habitats

Waterfowl] hunting occurs in habitats
used by many taxa of migratory birds, as
well as by aquatic invertebrates,

amphibians and some mammals. Fish
also may be found in many hunting
locations. The total May pond estimate
(Prairie and Parkland Canada and the
northcentral U.S. combined) was 5.4 +
0.2 million ponds, which is 37% greater
than the 2004 estimate of 3.9 £0.2
million ponds and 12% higher than the
long-term average of 4.8 £ 0.1 million
ponds. The 2005 pond estimate in
Prairie and Parkland Canada was 3.9 £
0.2 million, a 56% increase relative to
last year’s estimate of 2.5 £ 0.1 million
ponds and 17% higher than the long-
term average of 3.3 + 0.3 million ponds.
The 2005 pond estimate for the
northcentral U.S. (1.5 £ 0.1 million) was
similar to last year’s estimate.

Characterization of the Four Shot Types
TICN Alloys

Spherical Precision, Inc. of Tustin,
CA, submitted Tungsten-Iron-Copper-
Nickel (TICN) shot for approval. This is
an array of layered alloys or metals of
40-76 percent tungsten, 10—-37 percent
iron, 9-16 percent copper, and 5-7
percent nickel. TICN shot has a density
ranging from 10.0 to 14.0 grams per
cubic centimeter (g/cm3), is
noncorrosive, and is magnetic.
Spherical Precision estimates that the
volume of TICN shot for use in hunting
migratory birds in the United States will
be approximately 50,000 pounds (1b)
(22,700 kilograms (kg)) during the first
year of sale, and perhaps 100,000 1b
(45,400 kg) per year thereafter.

ITN Alloys

ENVIRON-Metal of Sweet Home, OR,
submitted Iron-Tungsten-Nickel (ITN)
alloys, which are cast alloys containing
10-70 percent iron, 20—-70 percent
tungsten, and 10—40 percent nickel. The
proposed shot types have densities
ranging from about 8.5 to about 13.5 g/
cm3. The compositions of the alloys
were shown in the proposed rule (70 FR
49541).

ENVIRON-Metal estimated that the
yearly volume of ITN shot types with
densities between those of steel (7.86 g/
cm3) and lead (11.3 g/cm3) expected for
use in hunting migratory birds in the
United States is approximately 200,000
b (113,500 kg) during the first year of
sale. In the second year and beyond,
sales upwards of 500,000 1b (227,000 kg)
per year are anticipated. ITN shot types
with densities greater than that of lead
may ultimately attain sales levels of
1,000,000 lb (454,000 kg) per year.

TB Shot

The Olin Corporation of East Alton,
IL, submitted Tungsten-Bronze (TB)
shot for approval. This is a sintered
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composite with an average composition
of 60 percent tungsten, 35.1 percent
copper, 3.9 percent tin, and 1 percent
iron. The copper and tin make up 39
percent of the shot as a 90:10 ratio,
respectively, in the form of a bronze
alloy. The shot has a density of 12.0 g/
cm3, compared to 11.1-11.3 g/cm3 for
lead, and 7.9 g/cm? for steel. Olin
estimated that the yearly volume of the
TB shot in hunting migratory birds in
North America will be approximately
300,000 1b (136,200 kg).

TTI Shot

Tungsten-Tin-Iron (TTI) shot,
submitted by Nice Shot, Inc., of Albion,
PA, is a cast alloy composed of 58
percent tungsten, 38 percent tin, and 4
percent iron. This shot type has a
density of 11.0 g/cm3. Nice Shot, Inc.
estimated that approximately 5,000 lb
(2,270 kg) of TTI shot are expected to be
sold for use in hunting migratory birds
in the United States during the first year
of sale. TTI shot contains less than 1
percent lead, and will not be coated.

Each of the four shot types has a
residual lead level of less than 1
percent. To inhibit corrosion, TICN shot
may be coated with tin, copper, or both,
and ITN shot may be surface-coated
with thin petroleum-based films.
Neither TB nor TTI shot will be coated.

In current 50 CFR 20.21(j)(1), the
percent composition by weight for
tunsten-tin-bismuth is “49-71 tungsten,
29-51 tin; 0.5-6.5 bismuth, 0.8 iron”.
The proposed rule presented this same
formulation. However, because we have
already approved shot types of 100
percent of each of these metals, we now
approve any alloys of them. Therefore,
the rule text now reflects that the
percent composition by weight for
tungsten-tin-bismuth alloys is now “any
proportions of tungsten, tin, and
bismuth”.

Effects of the Approvals on Migratory
Waterfowl

Approving additional nontoxic shot
types will likely result in a minor
positive long-term impact on waterfowl
and wetland habitats. Approval of the
four shot types and additional alloys as
nontoxic would have a positive impact
on the waterfowl resource.

Cumulative Impacts

We foresee no negative cumulative
impacts of approval of the four shot
types and the additional alloys for
waterfowl hunting. Their approval
should help to further reduce the
negative impacts of the use of lead shot
for hunting waterfowl and coots.
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NEPA Consideration

In compliance with the requirements
of section 102(2)(C) of the National
Environmental Policy Act of 1969 (42
U.S.C. 4332(C)), and the Council on
Environmental Quality’s regulations for
implementing NEPA (40 CFR parts
1500-1508), though all of the metals in
these shot types have been approved in
other shot types and are not likely to
pose adverse toxicity effects on fish,
wildlife, their habitats, or the human
environment, we have completed Final
Environmental Assessments and found
no significant environmental impact
from this action.

Endangered Species Act Considerations

Section 7 of the Endangered Species
Act (ESA) of 1972, as amended (16
U.S.C. 1531 et seq.) provides that
Federal agencies shall “insure that any
action authorized, funded or carried out
* * * jsnot likely to jeopardize the
continued existence of any endangered
species or threatened species or result in
the destruction or adverse modification
of (critical) habitat.” We have concluded
that because all of the metals in these
shot types have been approved in other
shot types and will not be released to
the environment (dissolved from the
shot) by any of them, the metals will not
be available to biota in significant
amounts due to use of any of the four
shot types. Therefore, this action will
not affect endangered or threatened
species.

Executive Order 12866

This rule is not a significant
regulatory action subject to Office of
Management and Budget (OMB) review
under Executive Order 12866. This rule
will not have an annual economic effect
of $100 million or more or adversely
affect an economic sector, productivity,
jobs, the environment, or other units of
government. Therefore, a cost-benefit
economic analysis is not required. This
action will not create inconsistencies
with other agencies’ actions or
otherwise interfere with an action taken
or planned by another agency. No other
Federal agency has any role in
regulating nontoxic shot for migratory
bird hunting. The action is consistent
with the policies and guidelines of other

Department of the Interior bureaus. This
action will not materially affect
entitlements, grants, user fees, loan
programs, or the rights and obligations
of their recipients because it has no
mechanism to do so. This action will
not raise novel legal or policy issues
because the Service has already
approved several other nontoxic shot

types.
Regulatory Flexibility Act

The Regulatory Flexibility Act of 1980
(5 U.S.C. 601 et seq.) requires the
preparation of flexibility analyses for
rules that will have a significant
economic impact on a substantial
number of small entities, which include
small businesses, organizations, or
governmental jurisdictions. This rule
approves four additional types of
nontoxic shot that may be sold and used
to hunt migratory birds. We have
determined, however, that this rule will
have no effect on small entities since the
approved shot merely will supplement
nontoxic shot types already in
commerce and available throughout the
retail and wholesale distribution
systems. We anticipate no dislocation or
other local effects, with regard to
hunters and others.

Small Business Regulatory Enforcement
Fairness Act

This rule is not a major rule under 5
U.S.C. 804(2), the Small Business
Regulatory Enforcement Fairness Act.
This rule will not have an annual effect
on the economy of $100 million or
more; will not cause a major increase in
costs or prices for consumers,
individual industries, Federal, State, or
local government agencies, or
geographic regions; and does not have
significant adverse effects on
competition, employment, investment,
productivity, innovation, or the ability
of U.S.-based enterprises to compete
with foreign-based enterprises.

Paperwork Reduction Act

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless it displays a currently valid OMB
control number. We have examined this
regulation under the Paperwork
Reduction Act of 1995 (44 U.S.C. 3501)
and found it to contain no new
information collection requirements.
OMB has assigned control number
1018-0067 to the collection of
information that shot manufacturers are
required to provide to us for the
nontoxic shot approval process. This
approval expires December 31, 2006.
For further information, see 50 CFR
20.134.
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Unfunded Mandates Reform

We have determined and certify
pursuant to the Unfunded Mandates
Reform Act, 2 U.S.C. 1502 et seq., that
this rulemaking will not significantly or
uniquely affect small governments or
produce a Federal mandate of $100
million or more in any given year.
Therefore, this rule does not constitute
a significant regulatory action under the
Unfunded Mandates Reform Act.

Civil Justice Reform—Executive Order
12988

In promulgating this rule, we have
determined that these regulations meet
the applicable standards provided in
Sections 3(a) and 3(b)(2) of Executive
Order 12988.

Takings

In accordance with Executive Order
12630, this rule, authorized by the
Migratory Bird Treaty Act, does not
have significant takings implications

and does not affect any constitutionally
protected property rights. This rule will

not result in the physical occupancy of
property, the physical invasion of
property, or the regulatory taking of any
property. A takings assessment is not
required.

Federalism Effects

This rule does not have a substantial
direct effect on fiscal capacity, change
the roles or responsibilities of Federal or
State governments, or intrude on State
policy or administration. In accordance
with Executive Order 13132, this
regulation does not have significant
federalism effects, nor does it have
sufficient federalism implications to
warrant the preparation of a Federalism
Assessment.

Government-to-Government
Relationship With Tribes

In accordance with the President’s
memorandum of April 29, 1994,
“Government-to-Government Relations
with Native American Tribal
Governments” (59 FR 22951) and 512
DM 2, we have determined that this rule

has no effects on Federally recognized
Indian tribes.

List of Subjects in 50 CFR Part 20
Exports, Hunting, Imports, Reporting

and recordkeeping requirements,

Transportation, Wildlife.

m For the reasons discussed in the

preamble, we amend part 20, subchapter

B, chapter I of Title 50 of the Code of
Federal Regulations as follows:

PART 20—[AMENDED]

m 1. The authority citation for part 20
continues to read as follows:

Authority: 16 U.S.C. 703-712; 16 U.S.C.
742a—j; Pub. L. 106-108.

m 2. Section 20.21 is amended by
revising paragraph (j) to read as follows:

§20.21 What hunting methods are illegal?
* * * * *

(j) While possessing loose shot for
muzzle loading or shotshells containing
other than the following approved shot

types.

Approved shot type *

Percent composition by weight

Field testing device **

bismuth-tin
iron (steel) ....
iron-tungsten
iron-tungsten-nickel

tungsten-bronze

tungsten-iron-copper-nickel ..........cccccceniirieennnn.
tungsten-matrix
tungsten-polymer ...
tungsten-tin-iron
tungsten-tin-bismuth
tungsten-tin-iron-nickel

97 bismuth, 3 tin

iron and carbon

any proportion of tungsten, >1 iron

>1 iron, any proportion of tungsten, up to 40
nickel.

51.1 tungsten, 44.4 copper, 3.9 tin, 0.6 iron

and 60 tungsten, 35.1 copper, 3.9 tin, 1 iron.

40-76 tungsten, 10-37 iron, 9—16 copper, 5—
7 nickel.

95.9 tungsten, 4.1 polymer

95.5 tungsten, 4.5 Nylon 6 or 11

any proportions of tungsten and tin, >1 iron ...

any proportions of tungsten, tin, and bismuth.

65 tungsten, 21.8 tin, 10.4 iron, 2.8 nickel

HOT*SHOT®. ***

Magnet or HOT*SHOT®.
Magnet or HOT*SHOT®.
Magnet or HOT*SHOT®. **

Rare Earth Magnet.
HOT*SHOT® or Rare Earth Magnet.

HOT*SHOT®.
HOT*SHOT®.

Magnet or HOT*SHOT®.
Rare Earth Magnet.
Magnet.

*Coatings of copper, nickel, tin, zinc, zinc chloride, and zinc chrome on approved nontoxic shot types also are approved.
**The information in the “Field Testing Device” column is strictly informational, not regulatory.
***The "HOT*SHOT” field testing device is from Stream Systems of Concord, CA.

* * * * *

Dated: January 13, 2006.
Paul Hoffman,

Assistant Secretary for Fish and Wildlife and
Parks.

[FR Doc. 06—745 Filed 1-25—-06; 8:45 am]
BILLING CODE 4310-55-P

DEPARTMENT OF COMMERCE

National Oceanic and Atmospheric
Administration

50 CFR Part 216

[Docket No. 011011247-6006-03; 1.D.
082701E]

RIN 0648—-AP62

Taking and Importing Marine
Mammals; Taking Marine Mammals
Incidental to Rocket Launches from
Kodiak Island, AK

AGENCY: National Marine Fisheries
Service (NMFS), National Oceanic and
Atmospheric Administration (NOAA),
Commerce.

ACTION: Final rule.

SUMMARY: NMFS, upon application from
the Alaska Aerospace Development
Corporation (AADC), is issuing
regulations to govern the unintentional
takings of small numbers of marine
mammals incidental to rocket launches
from the Kodiak Launch Complex (KLC)
on Kodiak Island, AK. Issuance of
regulations is required by the Marine
Mammal Protection Act (MMPA) when
the Secretary of Commerce (Secretary),
after notice and opportunity for
comment, finds, as here, that such takes
will have a negligible impact on the
species and stocks of marine mammals
and will not have an unmitigable
adverse impact on their availability for
subsistence uses. These regulations do
not authorize AADC’s rocket launch
activities, as such authorization is not
within the jurisdiction of the Secretary.
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Rather, these regulations govern the
issuance of “Letters of Authorization”
(LOASs) for the unintentional incidental
take of marine mammals in connection
with this activity and prescribe methods
of taking and other means of effecting
the least practicable adverse impact on
marine mammal species and their
habitat, and on the availability of the
species for subsistence uses. In addition,
NMFS incorporates reporting and
monitoring requirements.

DATES: Effective from February 27, 2006
through February 28, 2011.

A copy of the AADC application
which contains a list of the references
used in this document may be obtained
by writing to Steve Leathery, Division of
Permits, Conservation, and Education,
Office of Protected Resources, National
Marine Fisheries Service, 1315 East-
West Highway, Silver Spring, MD
20910-3226 or by telephoning the
contact listed here (see FOR FURTHER
INFORMATION CONTACT). The NMFS
Administrative Record will be
maintained at the above address.

Comments regarding the burden-hour
estimate or any other aspect of the
collection of information requirement
contained in this proposed rule should
be sent to NMFS via the means stated
above, and to the Office of Information
and Regulatory Affairs, Office of
Management and Budget (OMB),
Attention: NOAA Desk Officer,
Washington, DC 20503,

David Rustker@eap.omb.gov.

FOR FURTHER INFORMATION CONTACT: ]olie
Harrison, (301) 713—2289 ext 166, or
Brad Smith, (907) 271-3023.
SUPPLEMENTARY INFORMATION:

Background

Section 101(a)(5)(A) of the MMPA(16
U.S.C. 1361 et seq.) directs the Secretary
to allow, upon request, the incidental,
but not intentional taking of marine
mammals by U.S. citizens who engage
in a specified activity (other than
commercial fishing) within a specified
geographical region if certain findings
are made and regulations are issued.

Authorization may be granted for
periods of 5 years or less if the Secretary
finds that the total taking will have a
negligible impact on the species or
stock(s), will not have an unmitigable
adverse impact on the availability of the
species or stock(s) for subsistence uses,
and regulations are prescribed setting
forth the permissible methods of taking,
other means of effecting the least
practicable adverse impact on the
affected species or stocks and their
habitats, and the requirements
pertaining to the monitoring and
reporting of such taking.

NMEFS has defined “negligible
impact” in 50 CFR 216.103 as “‘an
impact resulting from the specified
activity that cannot be reasonably
expected to, and is not reasonably likely
to, adversely affect the species or stock
through effects on annual rates of
recruitment or survival.”

Except with respect to categories of
activities not pertinent here, the MMPA
defines “harassment” as:

any act of pursuit, torment, or annoyance
which (i) has the potential to injure a marine
mammal or marine mammal stock in the wild
[Level A harassment]; or (ii) has the potential
to disturb a marine mammal or marine
mammal stock in the wild by causing
disruption of behavioral patterns, including,
but not limited to, migration, breathing,
nursing, breeding, feeding, or sheltering
[Level B harassment].

Summary of Request

On July 26, 2001, NMFS received an
application from the AADC under
section 101(a)(5)(A) of the MMPA for
authorization to take, by harassment,
Steller sea lions (Eumetopias jubatus)
incidental to rocket launches from KLC
on Kodiak Island, Alaska. A proposed
rule was published on October 29, 2004
(69 FR 63114). Comments on the
proposed rule received from the Marine
Mammal Commission (MMC)
recommended NMFS consider also
authorizing take of Pacific harbor seals
(Phoca vitulina richardsi), as they are
also found in the vicinity of KLC. After
consulting with AADC and reanalyzing
the distribution and habits of harbor
seals in the area, NMFS has included
take of harbor seals in the final rule.
These regulations will allow NMFS to
issue annual Letters Of Authorization
(LOAs) to the AADC. A full description
of the operations is contained in the
AADC application (AADC, 2001) which
is available upon request (see
ADDRESSES) or at: http://
www.nmfs.noaa.gov/prot__res/PR2/
Small Take/
smalltake info.htm#applications.

The KLC is a commercial rocket
launch complex owned and operated by
the State of Alaska through the AADC.
Located wholly on state-owned lands,
KLC occupies 43 acres (0.2 km2) within
a 3,100 acre (12.6 km2) parcel on the
eastern side of Kodiak Island on the
Narrow Cape peninsula. The KLC was
designed to accommodate a variety of
small, solid rockets including such
vehicles as the Minuteman II, Taurus,
Conestoga, and Athena (Lockheed
Martin Launch Vehicle). The largest
vehicle that can be launched from KLC
is the Athena—2 (Lockheed Martin
Vehicle-2).

Launch operations at the KLC are
authorized under license from the

Federal Aviation Administration (FAA),
Office of Associate Administrator for
Commercial Space Transportation
(AST), in accordance with the facility’s
Environmental Assessment (EA) and
stipulations in the EA’s Finding of No
Significant Impact (FONSI) (see 61 FR
32884, June 25, 1996). These
stipulations included a requirement to
develop a Natural Resource
Management Plan (NRMP) to address
monitoring and mitigation activities for
protected species in the area. This plan
was developed in coordination with
NMFS utilizing comparison of
anticipated sound pressure levels from
rocket motors to be launched from the
KLC with documented marine mammal
disturbance responses to such noise.

Measurement of Airborne Sound Levels

The following section is provided to
facilitate an understanding of airborne
and impulsive noise characteristics.
Amplitude is a measure of the pressure
of a sound wave that is usually
expressed on a logarithmic scale with
units of sound level or intensity called
the decibel (dB). Sound pressure level
(SPL) is described in units of dB re
micro-Pascal (micro-Pa); for energy, the
sound energy level (SEL), a measure of
the cumulative energy in a noise event,
is described in terms of dB re micro-
Pa2—second (dB re micro-Pa2—s); and
frequency, often referred to as pitch, is
described in units of cycles per second
or Hertz (Hz). In other words, SEL is the
squared instantaneous sound pressure
over a specified time interval, where the
sound pressure is averaged over 5
percent to 95 percent of the duration of
the sound.

For airborne noise measurements the
convention is to use 20 micro-Pa as the
reference pressure, which is the
approximate threshold for onset of
human hearing and is 26 dB above the
underwater sound pressure reference of
1 micro-Pa and is. However, the
conversion from air to water intensities
is more involved than this and is
beyo